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THE FINANCIAL STABILITY OVERSIGHT
COUNCIL ANNUAL REPORT TO CONGRESS

WEDNESDAY, JUNE 25, 2014

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.
The Committee met at 10:10 a.m. in room 216, Hart Senate Of-
fice Building, Senator Tim Johnson, Chairman of the Committee,
presiding.

OPENING STATEMENT OF CHAIRMAN TIM JOHNSON

Chairman JOHNSON. I call this hearing to order.

Today, we welcome Secretary of the Treasury Jack Lew back to
the Committee for his testimony on the 2014 Financial Stability
Oversight Council Annual Report to Congress.

FSOC has played a critical role in coordinating the implementa-
tion of the Wall Street Reform Act among State and Federal regu-
latory agencies.

Since the last hearing on the FSOC Annual Report, the agencies
have reached some important milestones for Wall Street Reform
implementation, including a finalized Volcker Rule, new bank cap-
ital and leverage rules, enhanced prudential standards for large
U.S. banks and the U.S. operations of large foreign banks, and
clearing requirements in swaps markets. And, for the first time,
FSOC made final determinations with respect to systemically im-
portant nonbank financial companies.

Secretary Lew has, on numerous occasions, stated the impor-
tance of finalizing the financial reform rulemakings, and I look for-
ward to hearing about the continued progress.

In addition, the 2014 Annual Report lays out a number of poten-
tial risks that could threaten the stability of the financial system.
These include issues that have been noted by FSOC in the past,
such as reliance upon short-term wholesale funding, the risk-taking
incentives of large institutions and operational risks like cyber-at-
tacks. It also includes newly identified risks, such as potential
threats to the financial stability from new financial products, busi-
ness practices and regulatory arbitrage.

The recommendations made by the Council address structural
vulnerabilities that remain in the system and point to the need for
heightened risk management and supervisory attention.

Now, nearly 4 years after the passage of the Wall Street Reform
Act, regulators should continue to collaborate with each other and
with the private sector to determine what is working and what
more needs to be done, to ensure that financial markets remain
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safe, transparent and stable. I have no doubt that FSOC will con-
tinue to play a key role in leading that effort.

Secretary Lew, I look forward to your testimony.

I will now turn to Ranking Member Crapo for his opening state-
ment.

STATEMENT OF SENATOR MIKE CRAPO

Senator CRAPO. Thank you, Mr. Chairman.

I look forward to Secretary Lew’s testimony on FSOC’s 2014 An-
nual Report.

This year’s report covers many areas of the Council’s activities
and lists a number of potential emerging threats to the financial
stability of the United States. One of the issues highlighted in the
report is the need for a broad reform of the housing finance system
and the return of private capital into mortgage finance.

We have referred bipartisan legislation out of this Committee,
and Chairman Johnson and I continue to engage with our col-
leagues on this important issue.

As I said at the last FSOC hearing, and I will repeat it today,
the U.S. capital markets must remain the preferred destination for
investors throughout the world. Unfortunately, regulatory uncer-
tainty and infighting among U.S. financial regulators, and with
th}tleir overseas counterparts, are causing investors to look else-
where.

I encourage Secretary Lew to lead an effort among FSOC mem-
bers to identify other measures Congress should consider to ensure
that our financial markets remain competitive.

The frustration from foreign regulators over the lack of inter-
national coordination on financial reform is an ongoing concern.
The European Commission just announced that it will grant
equivalence to foreign clearinghouse rules in Australia, Hong Kong,
India, Japan and Singapore but not the United States in what
some observers view as regulatory backlash.

Last year, I suggested the Secretary Lew engage with foreign
regulators to address cross-border conflicts and the unnecessary
costs imposed by them. I look forward to hearing about the
progress Secretary Lew has made in that area.

I continue to have concerns about the lack of transparency of
FSOC’s process for designating nonbanks, Systemically Important
Financial Institutions, or SIFIs. I have requested the Government
Accounting Office to review FSOC’s nonbank SIFI designation proc-
ess and look forward to reviewing that report when it is finalized
later this summer.

There must be a transparent and measurable process to deter-
mine whether or not companies could become SIFIs. In order to
make that determination, everyone needs to know what criteria
FSOC is using.

The FSOC should either publish such criteria in the Federal Reg-
ister for public comment or, at the very least, specify in great detail
why each of the already designated nonbank SIFIs qualified. Un-
fortunately, the publicly released documents designating the three
nonbank SIFIs to date have provided little useful insight into the
specific criteria FSOC used.
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The SIFI designation process cannot take place in a black box.
Too much is at stake. That is why FSOC must be accountable and
in full public view.

Lastly, I am concerned that the report on the asset management
firms issued by the Office of Financial Research last fall does not
properly account for the role asset managers play in our financial
system. The Securities and Exchange Commission’s decision to put
the OFR report out for public comment was a good step forward to-
ward transparency and giving the public the opportunity to com-
ment.

I encourage Secretary Lew to consider making nonbank SIFI des-
ignation criteria also available for public comment.

I look forward to discussing these and other issues at today’s
hearing.

Thank you, Mr. Chairman.

Chairman JOHNSON. Thank you, Senator Crapo.

Are there any other Members who would like to give a brief
opening statement?

Senator SHELBY. Mr. Chairman, I would like my written state-
ment to be made part of the record.

Chairman JOHNSON. Without objection.

Chairman JOHNSON. I want to remind my colleagues that the
record will be open for the next 7 days for opening statements and
any other materials you would like to submit.

Today’s witness is the 76th Secretary of the U.S. Department of
the Treasury.

Secretary Lew, welcome back to the Committee. Please begin.

STATEMENT OF JACOB J. LEW, SECRETARY, DEPARTMENT OF
THE TREASURY

Mr. LEw. Thank you, Mr. Chairman and Ranking Member Crapo
and Members of the Committee. I appreciate this opportunity to
testify today on the Financial Stability Oversight Council’s 2014
Annual Report.

Nearly 4 years ago, President Obama signed into law the Dodd-
Frank Wall Street Reform and Consumer Protection Act, creating
the strongest safeguards for consumers and investors since the
aftermath of the Great Depression. After an anomalous first quar-
ter, where bad weather and other factors were at play, we expect
to see strengthening growth in the remainder of the year.

As everyone here recognizes, a stable, thriving financial sector is
critical to our economic growth and prosperity. That is why these
historic safeguards were established.

Today, our financial system is more resilient, confidence in our
markets is robust, and the agencies charged with protecting con-
sumers and investors are in a strong position to respond to emerg-
ing threats that could hurt our economy, damage Main Street busi-
nesses and destroy jobs.

One of the lessons from the financial crisis was recognizing how
important it is to detect and mitigate risks to financial stability be-
cause in the lead-up to the crisis individual regulators were focus-
ing on individual institutions, functions or markets. This siloed ap-
proach allowed risks to fall through the cracks.
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Congress changed that by creating the Financial Stability Over-
sight Council. Now, regulators are obligated by statute to collec-
tively monitor the stability of the entire U.S. financial system, to
look over the horizon to identify potential risks and to respond to
threats that have been detected.

In short, the Council’s work to detect possible risk is not only
mandated by law; it is sound economic policy.

That is why it both defies common sense and ignores recent his-
tory that some have suggested curtailing the Council’s ability to
analyze information regarding particular financial sectors, firms or
activities. The Council cannot simply cordon off any sector or activ-
ity that could pose a threat. That would be a dereliction of its re-
sponsibilities and a complete disregard for the very purpose of the
Council.

Some have even gone so far as to suggest the Council should be
prohibited from simply asking questions about certain activities or
companies that could threaten financial stability. We have to be al-
lowed to ask questions. As everyone knows, during the run-up to
the financial crisis, regulators should have asked more questions
about institutions and activities, not fewer.

And, to be clear, asking questions does not equal regulatory ac-
tion. Sometimes questions result in a conclusion that the Council
does not need to act, that it needs to examine the issue further or
that it needs to gather more information.

The Council asks questions with an open mind and without a
predetermined outcome. In that vein, the Council’s procedures are
transparent. It has put in place a comprehensive, deliberative ap-
proach to its evaluation of risks, and it solicits public input and
carefully considers all points of view.

In fact, the Council’s Annual Report exemplifies the Council’s
commitment to transparency and collaboration. It reflects the col-
lective analysis and conclusions of council members regarding the
key risks to financial stability, and it is an important example of
how the Council shares information about its work with the Con-
gress and the public.

Each Annual Report also provides a road map for the Council’s
agenda for the upcoming year—what areas it will focus on, what
areas will likely require additional attention and how the Council
expects to address them.

This year’s report focuses on nine areas that warrant continued
attention and possibly further action from its members. These
areas include wholesale funding markets, the housing finance sys-
tem, cyber-security threats, risk-taking by large financial institu-
tions and potential interest rate volatility.

Before closing, let me point out that since the Council’s last An-
nual Report, we have reached a number of key milestones in finan-
cial reform implementation. That means home buyers, retirees and
investors have better safeguards and protections.

And, to that end, the Volcker Rule has been finalized, qualified
mortgage standards have gone into effect, tough capital standards
are now in place, over-the-counter derivatives are now moving onto
electronic trading platforms and into centralized clearing, fines
have been imposed for abusive actions related to the manipulation
of LIBOR and other financial benchmarks, and the international
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community is making progress on increasing the stability of the
global financial system.

Mr. Chairman, I want to thank the other members of the Council
and all the staff involved in the 2014 Annual Report for their tire-
less work and commitment.

As the Council fulfills its obligations to strengthen our financial
system and limit risk to our economy, we will continue to work
with you, the Committee and Congress to make real progress for
all Americans.

Thank you very much, and I look forward to answering your
questions.

Chairman JOHNSON. Secretary Lew, thank you for your testi-
mony.

Will the Clerk please put 5 minutes on the clock for each Mem-
ber’s questions?

Before I begin my questions, Secretary Lew, I would like to
apologize in advance that I will need to excuse myself shortly to at-
tend to other Committee-related matters. Senator Reed has kindly
agreed to take the gavel for the remainder of the hearing, and I
will follow up with you personally if I have any further questions.

Secretary Lew, the current Export-Import Bank authorization
ends in September. As you know, this program has been histori-
cally supported by members on both sides of the aisle but recently
has become more partisan.

Why is it important for U.S. companies and workers that Con-
gress reauthorize the Export-Import Bank?

Mr. LEw. Mr. Chairman, I think the Export-Import Bank is ex-
tremely important for our companies, large and small, that are ex-
porting in a world market where other countries have export sup-
port programs.

For us not to have an Export-Import Bank would be for us to
unilaterally remove our support while other countries are giving
support to their companies, and it would disadvantage U.S. export-
ers. I think that this would immediately translate into lower sales
and, therefore, lower jobs.

It is a whole different question if there were to be an inter-
national agreement that everyone would step back from export sup-
port programs, but to fail to extend the Export-Import Bank would
be a unilateral action that, I think, would hurt the American econ-
omy.

Chairman JOHNSON. Secretary Lew, I want to thank you and
your staff for all the hard work in helping the Committee revise
and mark up housing finance reform legislation. I appreciate your
support for S. 1217 as amended.

Could you explain to the Committee why legislation is necessary
to reform the housing finance system?

Mr. LEw. Well, Mr. Chairman, we worked, as you have noted,
closely with you and with Senator Crapo, as we did with Senator
Corker and Senator Warner earlier, and we believe that the unfin-
ished business of housing reform is really the unfinished business
that we need to attend to in terms of what actions are required
after the financial crisis.

We all saw and understood clearly a few years ago how exposed
U.S. taxpayers were to the current system. We have seen since
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then a move away from private lending in the marketplace. Most
mortgages are either made by FHA or supported by the GSEs.

We know that this is an area where, were there another financial
crisis, we are still in a very exposed position, and U.S. taxpayers
are still in a very exposed position.

I think the elements of housing finance reform that are impor-
tant are many.

One is to make sure that there is a private market for mortgage
lending.

Another is to make sure that there is access to credit that is fair
and widely spread and that helps to even the playing field for those
who have trouble getting mortgages now.

A third is that any backstop has to be clearly defined and very
narrow, and it has to come after a very secure position by private
parties who absorb the first risks themselves.

I think that any of us writing legislation alone might do it dif-
ferently than we do when we try to come up with a consensus prod-
uct or a bipartisan product, but we think this is an important area
for Congress to act on.

Chairman JOHNSON. There has been a lot of focus on FSOC’s des-
ignation process, including concerns about transparency and due
process.

Broadly speaking, how does FSOC address those concerns, espe-
cially when a firm is at stage two or three in the process?

Mr. LEw. Mr. Chairman, I actually think that the process that
FSOC goes through with companies is an excellent process that
protects the right of parties, both to confidentiality of information
that should not be public but also full access to the process to make
their views known.

When a company is in stage three, which is the time when there
is an active back and forth, there are just numerous, probably hun-
dreds, of exchanges of information in writing and verbally where
a company makes its positions known, the FSOC staff gets to ask
questions, and it is briefed up to the members of FSOC in a way
that permits a balanced and fair judgment to be made. At the end
of the process, a company has the right to ask for a face-to-face
hearing.

There have been eight designations of nonbank utilities, two des-
ignations of insurance companies. Only one of those firms has
sought the face-to-face hearing. It was granted.

It was actually an excellent hearing. I have talked to the com-
pany afterwards. They felt the same way. And it helped the process
to both be open to the party that was potentially to be named and
also informed the FSOC about the issues it was going to be decid-
ing on.

I think that, you know, there is also judicial review of FSOC de-
terminations, and I think it is interesting to note that there has
been no judicial review taken of any of the actions that I have men-
tioned.

Chairman JOHNSON. Senator Crapo.

Senator CRAPO. Thank you, Mr. Chairman.

Before I get into my main questions, I wanted to follow up on the
Chairman’s question about housing finance reform and, frankly,
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just again, to thank you for your increased and continued focus on
the criticality of that issue.

I think, as you said, the U.S. taxpayers continue to be very much
on the hook and at risk as we do nothing to reform our system and
maintain the current structure in which we have Fannie Mae and
Freddie Mac under U.S. Government control. So thank you for your
renewed focus on that.

In my opening statement, I indicated the FSOC should either
publish a list of criteria that it uses to designate a firm as a SIFI
or to provide a detailed analysis of why a firm has been designated
so that other firms have some guidelines on whether or not they
could become SIFIs.

Are you willing to publish such specific criteria?

Mr. LEw. Well, Senator, the numerical threshold for being a
stage one company is well known. It is published. It is something
that all of the financial institutions are aware of.

The process of going through the review of each firm obviously
depends on what kind of a business it is in, how it is inter-
connected to the financial markets and what the risks of a failure
at that firm would mean in terms of potential spread to other parts
of the financial system.

So I think that the stage three process is one where companies
see very clearly what kinds of considerations are being thought
through. They submit voluminous information and data to support
a decision that, presumably, is informed by their point of view.

And I think we have to be kind of careful about having there be
too rigid a standard because it is not just a question of size alone.
There can be a very large firm that does not present systemic risk.
There can be a smaller firm that because of the kind of business
it is in that presents a greater systemic risk.

And we are trying in a fairly new process to be very systematic
and disciplined about it, and I am very proud of the quality of work
that has been done.

Senator CRAPO. Well, from what I understand, it is a different
picture than you paint here today, from the information that I re-
ceived from many of those going through the process.

They certainly would agree with you, I think, that tremendous
amounts of information are begin requested and that there is this
process of significant back and forth that goes on.

But there is a lack of understanding or information being pro-
vided about what the purpose of the information is, how it is to be
used, how they could better analyze or help to analyze the issue
being address, and so forth.

Although I agree with you also, that we do not want to get into
rigid standards that do not have the flexibility needed for the cir-
cumstances at bay, I do believe that a significant focus needs to be
made on whether or not the adequate transparency is being pro-
vided and adequate explanation of criteria being used is being
made to those who are potentially going to be designated. And I
would just encourage you to pay greater attention to that issue.

Mr. LEw. Senator, we value transparency and openness highly.
We have tried to come up with a balance between transparency but
also protecting the legitimate concerns of firms for having their
proprietary information not be in the public space.
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You know, it is obviously a new organization, and we are devel-
oping these procedures in real time, and we will continue to try to
get that balance right.

Senator CRAPO. All right. Thank you.

On a related issue, early in June, the Fed and the FDIC and
OCC published the first of a series of requests for comments to
identify outdated, unnecessary or unduly burdensome regulations
that are imposed on insured depository institutions. I think that is
a very positive development.

Mr. LEw. I agree.

Senator CRAPO. And I am very hopeful that that will result in
our ability to go in and, if you will, weed out some of the unneces-
sary and overly burdensome regulations in our system, to help
streamline them and make them more effective, without sacrificing
any safety or soundness in the system.

Are you prepared to encourage other FSOC members to review
existing regulations and to lead similar efforts among other agen-
cies?

Mr. LEwW. Senator, I have been encouraging agencies to do that
in multiple roles for many years. When I was OMB Director, we
did a look-back for all the executive branch agencies that OMB has
oversight over. We asked for the independent regulators to do the
same thing at the time.

I think it is an excellent thing that the agencies are moving in
that direction and it is the right way for us to deal with the kind
of accumulation of issues. There are things that made sense 20
years ago that if you look at them now do not reflect decisions we
would make today.

And I totally agree; it does not mean unwinding anything that
gets to safety and soundness.

It is a question of asking, are there things in place that you do
not need any more or you would do differently?

Senator CRAPO. Well, let me make just one specific recommenda-
tion in that regard, and that is over the last few years we have had
a lot of different witnesses talk to us about the impact that the
community banks are facing under the cumulative regulatory sys-
tem they now face.

I think that maybe at one of your next FSOC meetings it would
be very helpful for the relevant agencies to undertake a similar ef-
fort as they are with insured depository institutions in general, to
focus on community banks and see if we cannot do exactly what
you and I have just talked about—identify ways we can reform and
streamline our regulatory system with regard to them.

Mr. LEw. I cannot speak to whether there has been a look-back,
I suspect, because they are just beginning now to do the look-back.
It is just happening, so in real time.

But I can tell you that as new regulations come out there is not
a regulator that we work with—and we work with all of them—
who is not very much attentive to the special concerns and needs
of community banks and the value that they play in our system.
So I suspect there would be an openness to asking that kind of
question.

Senator CRAPO. Thank you. I hope you will be willing to do that.

Chairman JOHNSON. Senator Reed.
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Senator REED. Well, thank you very much, Mr. Chairman.

Thank you, Mr. Secretary.

One of the issues that is rapidly emerging as a major systemic,
or at least macroeconomic, problem is the student debt.

And there are many facets of this, but I was interested in the
comment that Deputy Treasury Secretary Sarah Bloom Raskin
made about looking back and comparing the way the service indus-
try for mortgages was underperforming when the crisis hit and
suggesting that it might be fruitful work to look at student loan
servicers.

But just in general, can you describe how FSOC is dealing with
the issue of the student debt and student loans? It is growing as
an issue.

Mr. LEw. Student debt is definitely growing as an issue.

And I think that we have to separate the question of what does
it mean in terms of the economic capacity of students who are bur-
dened with debt, what does it mean in terms of potential finance
stability concerns, and what does it mean in terms of how well we
are running our programs?

I think that while it is a very large number, to date, I have not
seen issues raised that suggest that it is of systemic risk the way
other things have been.

But there are macroeconomic concerns because if the overhang of
student debt is causing individuals to not start their own house-
hold and not either rent or purchase and do all of the other con-
sumer activity that is associated with that, that cumulatively
makes a difference in terms of our economy.

It also makes a big difference in terms of the career paths that
people choose and the kinds of options they have that the education
that they have paid for is supposed to open up.

And I know that Senator Warren has introduced legislation in
this area. We have supported that legislation.

I think it is a complicated area where, frankly, we do not fully
understand all of the ramifications, and it is something that we
have to continue focusing on each of those three aspects.

Senator REED. Just one of the issues here perhaps can be de-
scribed as mechanical. We discovered in the housing market, when
we were trying to modify mortgages, that the servicers were just
not built to do that. They had a one-way ratchet. They collected
premiums and distributed them out.

I would hate to get to the point where we make a policy decision
that we are going to go ahead and somehow help students refi-
nance and discover that the mechanics do not work.

Is that an issue that FSOC or someone within your——

Mr. LEw. Well, I do not know that it is FSOC per se.

Senator REED. But somebody?

Mr. LEw. I know Treasury has been working with the Depart-
ment of Education on the kind of plumbing of the system to make
(siure that it is capable of doing things that we might ask for it to

0.

Senator REED. So, as the Secretary of the Treasury—you are
working on it?

Mr. LEwW. Yeah, and I have been working with Secretary Duncan
for the entire time that I have been in my current role.
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Senator REED. Let me shift to another issue which has huge
macroeconomic consequences. That is the housing market.

The Treasury Department has obligated a total of about $38 bil-
lion for foreclosure prevention and stabilization. To date, only
about $12 billion has been spent. There is $25 billion, roughly, that
is out there to put into the market, which would have a huge effect
in terms of stimulus demand, giving people on Main Street a bet-
ter—why can’t we get this done?

I mean, this is not a situation where we have good intentions
and no resources. We have got the resources.

Mr. LEW. Senator, I think that if you look at the money that is
available, some of it has actually been spent; other has been obli-
gated and, because of the nature of the program, will be spent
when homeowners reach certain trigger points. You know, after a
certain period of time you have a certain amount of principal for-
giveness or other support.

Our estimate is that roughly $25 billion is on a path toward
being spent, which is 65 percent of the money, even though it has
all been obligated.

We are constantly looking at funds that are obligated that may
or may not be spent, and we are looking at the authorities we have
to see if there are things we can do to help the homeowners who
it was intended to be helping. Our commitment is to use those re-
sources to help the people it was designed for.

Senator REED. Well, the faster those resources are deployed, the
better off people will be——

Mr. LEW. I agree.

Senator REED.——and the better off the economy will be.

Thank you, Mr. Chairman.

Chairman JOHNSON. Senator Shelby.

Senator SHELBY. Thank you, Mr. Chairman.

Mr. Secretary, basically, this has been raised before. Is there
some type of collaboration between FSOC and the FSB?

For example, considering the timeliness and the commonalities
between SIFI and G-SIFI designations, it is hard to believe the
process is not conducted sometimes with some level of collabora-
tion. Some even reference the relationship between FSOC and the
FSB as collusion.

Actually—my question to you—how likely is the FSOC to make
an independent determination that a firm designated as a G—SIFI
will not be designated by the FSOC as a SIFI?

Mr. LEW. Senator, there is a great deal of cooperation between
members of FSOC and the FSB.

Senator SHELBY. Cooperation rather than collusion, right?

Mr. LEw. Yeah. I think that what is important to know is that
the FSB does not make decisions for national authorities. National
authorities make their own judgments. They are parallel processes.

Now I am not going to say that when you ask the same questions
and analyze the same data you necessarily reach different conclu-
sions, but that is that appropriate level of cooperation.

There is no decision that FSOC has made, or I believe will make,
on a designation other than decisions based on the process run by
FSOC where we have our staff work up the analysis and we go
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through all of the processes. And that means that we may, at some
point, not make judgments that are identical to the FSB.

But I do think it is important to look at the quality of the work
that we are doing in the FSB as bringing international standards
closer to our own, which makes our financial system more secure.

Senator SHELBY. You are not letting the international standards
be our standards without a lot of thought, I hope.

Mr. LEw. No. I actually think that if you were to ask the other
participants in FSB, they think we are driving them to our stand-
ards in general, whether it is on capital, on leverage, on how we
treat nonbank institutions.

Our schedules are not entirely in syne, and that creates this par-
allel process where sometimes we make decisions in a different
timeframe.

Senator SHELBY. Could you outline for the Committee, briefly,
the specific quantitative measures used to determine the minimum
level of interconnectedness for both bank and nonbank SIFIs and
the difference between the two standards?

Mr. LEw. Senator, I would have to get back to you on the arith-
metic.

Senator SHELBY. OK. Would you do this for the record?

And how does that FSOC quantify the interconnectedness, for ex-
ample, of Prudential Financial?

Mr. LEw. If I could answer the question a bit more qualitatively
than quantitatively, what we do whenever we review a firm is we
look at the complete financial picture of the firm. We look at how
connected it is to other sensitive parts of our financial system. And
we look at what happened in circumstances that are not really of
our imagination.

We know what the financial crisis looked like in ’07-'08. We
know what the Great Depression looked like. There are kind of
very high-stress scenarios that have historical roots. It does not
mean that you go through every scenario under the sun.

I do think that one of the parts of our review that is important
is we do not ask what happens in good times only; we ask what
happens in bad times because that is when you face the real risk.

Senator SHELBY. I have just got a minute. So in a recent
speech—you are familiar with this, I am sure—the Managing Di-
rector of the International Monetary Fund, Christine LaGarde, sug-
gested that increasing the capital standards 2.5 above Basel III for
our largest banks would work to reduce the systemic risk a trillion-
dollar bank by a quarter.

Have you seen her speech, and have you looked at the possibility
of raising capital standards above the Basel framework and how it
could reduce systemic risk and maybe you would not need the des-
ignations?

Mr. LEw. Well, Senator, I think that we have made enormous
progress raising capital, which is essentially a buffer so that com-
panies, banks and financial institutions have on their books the re-
sources to absorb the shocks or losses they may experience. We
have actually already been more aggressive than Basel, and our
regulators have taken more steps than Basel required in terms of
capital.
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I actually think the concern we have is that the rest of the world
needs to give as much attention to capital as we do because of the
global interconnection of the system, and that is a conversation I
have with my international counterparts on a regular basis.

Senator SHELBY. How are you doing with that challenge?

Mr. LEwW. You know, I think we are doing better. I think we are
doing better, but I do think there is more work to do.

You know, we have some important discussions that are going on
now in terms of how the gone-loss absorbency capacity of institu-
tions will be met. It is an important area where we think banks
have to have a deeper cushion of reserve.

We are going to keep pressing for more progress here. And I
think we have most of the world actually agreeing with us, but it
is a situation where we need to get consensus.

Senator SHELBY. Thank you.

Chairman JOHNSON. Senator Warner.

Senator WARNER. Thank you, Mr. Chairman.

Thank you, Mr. Secretary, for your good work.

I want to go back to the SIFI designation process for nonbanks.

I mean, I believe very strongly a nonbank entity can be SIFI, but
I wonder at times. There seems to be a lot of concern in the indus-
try that FSOC, being dominated by banking regulators, is applying
banking standards in a bank-centric approach to nonbank entities.

Did you feel comfortable that within the FSOC or the OFR you
are getting or that you have enough expertise to really look at not
simply asset size but as we will get capital standards but actually
lines a business in terms of the whole nonbank SIFI designation?

Mr. LEw. Senator, I believe that there—first of all, that FSOC
includes the market regulators as well as the banking regulators.

Senator WARNER. I am aware.

Mr. LEW. And there is a very thorough discussion. Even the OFR
study that we have discussed a bit, on asset managers, was heavily
commented on by the market regulators as it was developed.

I guess it is important to distinguish the determination of sys-
temic risk from what the remedies are.

And I do think that if you look at how risks spread from nonbank
institutions in the financial crisis in ’07-"08, there is no doubt that
it spread into the broader financial system from a number of
nonbank entities.

So I think that when you look at where the burden of dealing
with that fell at the time, it often fell to institutions like either the
Fed or Treasury to deal with some of the consequences.

So I do not think you can separate the discussion, saying market
regulators should look at one thing; banking regulators should look
at another.

FSOC was created so we would look across the silos and see the
systemic risk that comes from that.

Senator WARNER. I understand that. I was involved in the cre-
ation.

But I sometimes feel that it appears from the outside that we are
looking more at assets on a manager or asset size when it may be
line of business that may actually be the systemically important
component.
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Mr. LEw. I actually do not think that is how the discussion has
been going on, and again, I will use asset managers as an example.
There has been a lot of discussion as if a decision has been made.
No decision has been made.

OFR did a study. There is a process of review going on in FSOC.
There are many factors being considered. And I think there actu-
ally is a keen sensitivity to the fact that custodial assets are dif-
ferent from other assets.

There are questions about systemic risk that have to be asked
and answered. Until you go through that, it does not get to the
point of a remedy.

We benefit from the fact that there are multiple points of exper-
tise flowing into the process, and I actually think that is the
strength of the FSOC.

Senator WARNER. But one of the things—and I know what kind
of—this is a process of first impression now with these nonbank
SIFI designations and trying to get it right.

I do wonder whether waiting until stage three before the FSOC
engages with the institution at the principals’ level really makes
sense, whether there ought to be some—you know, after the first
round of questions, one level of kind of principals’ presentation, and
then you might have a second round as well.

But are you comfortable that waiting to stage three is the right
process?

Mr. LEw. We often hear from firms because they know that they
are at a size level that clears the kind of initial stage one thresh-
old. So I think there is a back and forth even before there is an
active notification that there is a process underway.

I do think there is a tension. If we notify a company and engage
with them, then do they have to make public disclosures that there
is that process underway even if it is just in the most preliminary
stages and it may not end up going anywhere?

So I do not know that it actually serves the interest of firms to
be brought in, in a formal way, earlier.

Stage three is the kind of heart of the process. I think they have
full access to the process at the point when the meaningful deci-
sions are being made, and the analysis of public information is
what really fuels stage one and stage two.

Senator WARNER. But this is the tension, and I think Senator
Crapo raised it as well. I think you make a point that you do not
want to have such hard and fast rules because they are unique
firms. Yet, if there is not the appearance of due process, since we
are not aware of all of the back and forth, we are only hearing per-
haps one side of this argument.

And I think getting particularly, as you move through stage
three, these first few nonbank SIFI designations right so that in-
dustry at large feels the process is fair is really important.

Mr. LEw. Well, I totally agree with that, Senator. And we are
committed to a process where every firm that we review has full
visibility, and hundreds and hundreds of pages go back and forth,
and there are more numerous conversations than can be counted.

I actually think the firms that have gone all the way through the
process have recognized a lot of what I have said, at least in pri-
vate.
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Senator WARNER. Thank you, Mr. Chairman.

Chairman JOHNSON. Senator Corker.

Senator CORKER. Thank you, Mr. Chairman.

And, Mr. Secretary, thank you for being here and for your serv-
ice.

I know that many of us shamelessly run our own book at these
meetings, and I am going to gladly participate in that.

Mary Miller gave a speech on GSEs recently, where she said it
would take 20 years to capitalize them. I think that was a shock
to a lot of people that have not been involved in looking where they
are.

Would you care to comment on that?

Mr. LEw. Well, I think that the current GSEs; even in the course
of the last few weeks, we have seen estimates of what kind of expo-
sure they might have in a distressed situation, and it would take
a very long time. I would defer to Mary’s analysis on the length of
time.

There were a couple of years of very strong GSE profits, but peo-
ple, I think, have misread that. There were a lot of profits that
came from really accounting changes in terms of the treatment of
certain taxes.

To buildup the kind of capital reserves that they would need to
fully bear the risks that they would face in an economic downturn
would take a very long time.

Senator CORKER. Well, listen, thank you for those comments, and
as Mr. Crapo mentioned, thank you for your assistance in helping
move legislation through. Hopefully, at some point we will actually
have a solution that works for our country.

Let me ask you a question on Dodd-Frank Section 121, and we
have asked this over at the Fed; we have asked it several places.
Do you think Section 121, regarding the FSOC, should have the
Fed break up a firm if it is too big or too complex even if it is
healthy?

I mean, this is a question we keep asking folks.

I think the language in 121 gives the Fed that ability, to actually
break up a firm even if it is healthy if, through a bankruptcy proc-
ess—and let me specify that because I know we actually have sort
of two different standards.

We have the resolution that is laid out in Dodd-Frank, and that
is a different process from bankruptcy.

But through a bankruptcy process, if a firm could not resolve
itself through bankruptcy without creating problems within our
system, does the Fed itself have the ability, even if they are
healthy, to break them up?

Mr. LEwW. Senator, I think that what the Fed has done in review-
ing stress tests, in reviewing living wills, in terms of evaluating the
health of certainly the largest financial firms; we have come a very
long way.

They have not gotten to the question yet that you are raising,
and I do not know that I should get ahead of the process.

The challenge is to have standards where the precautions that
we have put in place to make sure that these institutions are re-
solvable actually work effectively.
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I think that some of the actions taken by the Fed reflect both
qualitative and quantitative concerns. The quantitative concerns
we kind of understand more simply because it is a question of how
much capital do they have. The qualitative concerns get to the
question of are they too complicated to carry out the resolution
plans that they quantitatively could meet.

I think that we are still in the early stages of implementing some
very important reforms that were part of Dodd-Frank. And I think
the regulators, not just the Fed but the Fed and the FDIC and oth-
ers, are pressing ahead on this.

The idea of going all the way to the point of breaking up firms
is kind of an end of all other things did not work, and I do not
want to get ahead of the process.

Senator CORKER. It kind of seems to be, though, an issue that we
ought to either know or not know. I am not saying this in any way
to be confrontational to you.

Mr. LEw. No, I did not take it that way.

Senator CORKER. Just, so we passed this bill. I think it probably
pretty clearly states that they have the ability to break up firms
even if they are healthy. And it seems to me that we might want
to figure out, as a Committee, what that is going to mean in proc-
ess, what it is going to mean—you know, how they are going to go
about doing that. And I wonder if you might—again, this is not
confrontational.

Mr. LEwW. No, I did not take it that way.

Senator CORKER. Nobody really has addressed this issue.

Mr. LEw. I actually think it is a very important question.

You know, in some ways, it would be easier to say simply yes or
no, but I actually think it is more complicated than that.

The fact that they have an authority does not mean that it was
the desire of the legislation to use it unless they needed to.

And I think they are in a process where the purpose was to cre-
ate a situation where there was transparency and resolvability and
the ability to make sure the taxpayers do not end up having to step
in again in the future.

I do not know the answer to the precise question you are asking
because I have not seen all of those things.

I do know that it is still a very complicated financial system.
There are still challenges in making sure that we have the degree
of transparency that was intended.

Senator CORKER. Well, my time is up.

Really just speaking to my colleagues here, I know that Senator
Toomey wrote a bill relative to revising the bankruptcy code.

But since Dodd-Frank refers specifically to bankruptcy, not reso-
lution, I have to believe that we have firms in our Nation today
that if they fail and went through the bankruptcy process it would
be highly detrimental to our system. And, I mean, I have got to be-
lieve that is the case.

And it seems to me that maybe that is an issue that this Com-
mittee needs to look at a little more closely, see whether the bank-
ruptcy rules, which I know are not in our jurisdiction, but whether
they are adequate, but also, what this statute actually means and
how we should go about, really, oversight relative to what the Fed
is doing in this regard.
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But I am taking too much time. You might want to comment.

Mr. LEw. Mr. Chairman, may I just comment briefly?

Senator REED. [Presiding.] Please.

Mr. LEw. I think it is important as one asks those questions that
we would be happy to look at questions regarding bankruptcy
issues.

I do not think it should be either/or.

It should not be that we take the very well-developed resolution
process and say let’s go from there to bankruptcy.

It may well be that there are additional tools that would be help-
ful. I just do not think it is particularly helpful to think of them
as alternatives.

Senator CORKER. Yes. Thank you so much.

Senator REED. Senator Menendez, please.

Senator MENENDEZ. Thank you, Mr. Chairman.

Mr. Secretary, since the financial crisis, consumer debt burdens
have been a major factor holding back our economy, and high levels
of mortgage and other debt have caused consumers to defer ex-
penses, cut back on other spending, which has led businesses to re-
duce investments and create fewer jobs, feeding a cycle that has
been difficult to escape and, in my view, slowing our recovery.

And consumers have worked hard to reduce their debt, often at
great cost, but we are not out of the woods yet. Nationwide, we
have more than 6 million homes that still have underwater mort-
gages, including more than 14 percent of homes in my home State
of New Jersey, and another 10 million have less than 20 percent
equity.

Do you agree that stronger consumer balance sheets would re-
duce risk in the financial system, both directly and by promoting
stronger and broader-based economic growth?

Mr. LEW. Senator, I think that we have seen some considerable
healing in household balance sheets. We still have problems, as you
have noted, but we are in a much better place than we were before.
We are actually seeing consumer borrowing in many areas going
up, and one has to ask, you know, keep an eye on that in terms
of making sure that people are not getting back into trouble in
some cases.

I think that there are pockets that are particularly slow to re-
cover, and that is one of the reasons why we need to make sure
that we continue to use the tools we have to help underwater
homeowners. And that is what I was discussing with Senator Reed.

Senator MENENDEZ. Yes, mortgages are only one example of con-
sumer debt. You still have significant credit card debt.

Mr. LEW. Yes.

Senator MENENDEZ. You have student loan debt.

Should we be considering policy actions that help consumers con-
tinue to reduce their debt burden?

Mr. LEw. Well, I think we have taken a lot of policy actions.

I am not sure which of the aspects of consumer debt you are talk-
ing about.

Senator MENENDEZ. Well, you could, for example, allow the
Menendez-Boxer bill to help refinance at historically lower rates
and eliminate a series of barriers that exist. That would signifi-



17

cantly reduce mortgage debt for a fair number of Americans in this
country.

Mr. LEw. Which we have supported, yes.

Senator MENENDEZ. You could look at student loans. The Presi-
dent has talked about helping refinance student loans as a way of
reducing consumer debt.

Mr. LEwW. Right.

Senator MENENDEZ. Those are the types of initiatives that I am
thinking of as we talk about if you can reduce the debt burden,
then you have greater spending capacity, which creates a ripple ef-
fect in the economy.

Mr. LEw. There is no doubt, when we were discussing the issue
of student loan debt in particular a few moments ago, I do believe
there is a macroeconomic significance to people being highly con-
strained by indebtedness. If you do not feel you can start a new
household, then you are not buying a home, or renting a home, and
you are not engaging in all of the consumer transactions that we
all know go into starting a new household. That has an effect on
the economy.

If you look at the recovery to date, the area where it has really
been the most behind is construction and housing, and I do not
t}ﬁink it is unrelated to consumer indebtedness. It is more than
that.

I think that there is a question of confidence and people took a
hard hit from the recession, and feeling comfortable to go out on
their own is more than just a question of do they have a job today.

So I do not think it i1s just that one issue, but I do think it is
part of it.

Senator MENENDEZ. Let me ask you to turn your attention to
something else that I have concerns with, and that is Treasury’s
implementation of Section 908 of the Affordable Care Act, which
imposes an annual fee on manufacturers or importers of prescrip-
tion drugs.

When the Finance Committee, which I have the privilege of sit-
ting on as well, imposed the pharmaceutical fee during the ACA
mark-up process, the Congressional intent, I can tell you very
clearly, was to exclude drugs used to specifically treat orphan dis-
eases. These are diseases that obviously do not have broad-based,
mainstream demands which can compensate a company.

But I continue to be concerned that the Department’s current in-
terpretation of this provision, as expressed in its temporary brand-
ed prescription drug fee regulation, would create disparate treat-
ment between FDA-designated orphan drugs by requiring that the
exemption from the pharmaceutical fee be contingent only upon re-
ceipt—receipt—of the orphan drug tax credit for that particular
product.

The orphan exemption from the pharmaceutical fee would logi-
cally be based on a drug’s designation as an orphan drug and not
just its tax status.

Would you agree that the most logical tax policy outcome would
be to allow the exemption for all FDA-designated orphan drugs, not
just those of a certain tax status?

Mr. LEwW. Senator, I am happy to take a careful look at the or-
phan drug issue.
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Senator MENENDEZ. Here is my problem; every time you tell me
you are going to take a careful look, I never hear back.

So, on this and on FIRPTA, since your nomination I have been
pursuing these questions, and I would like to get a response. If you
are going to give me a negative response, give me one, but I would
like to get a response.

Mr. LEw. I am happy to follow up with you, Senator.

On FIRPTA, we have had several conversations, and I wish I had
a tool to deal with it. The legislative proposal that we have made
I do believe is the right way to deal with it. If you have other ideas
about the administrative options, we can have a conversation about
that as well.

Senator MENENDEZ. I thank you, Mr. Chairman.

Senator REED. Senator Moran.

Senator MORAN. Mr. Chairman, thank you very much.

Mr. Secretary, thank you for your presence this morning.

While certainly the economics of our country is front and center
and particular in light of today’s announcement about a significant
drop in first quarter GDP, we ought to be spending a lot of time
talking about the economy and job growth, but let me take you to
a topic that in my mind relates to your and your Department’s
credibility. I want to ask you the Watergate-kind of question about
what did you know and when did you know it related to the IRS.

I grew up with Watergate in the background of my life—the po-
litical influence of the way I look at things. And the 18 V2 minute
gap is a significant component at the downfall of a president.

And I find it difficult to give credibility to the belief that these
emails have disappeared by mistake, in an error, something uncon-
trollable.

And my question is, what do you know; when did you know it?

Have you asked the commissioner of the IRS and others at the
IRS independently—Ilet me ask this question; have you investigated
this independently of what you have been told by the IRS?

Do you have additional information to provide to us than what
the commissioner has testified to in front of the House in recent
days?

Mr. LEwW. Senator, Commissioner Koskinen has testified, and the
IRS has presented a lengthy report to the Congress, about 10 pages
detailing what happened, and I would refer you both to the com-
missioner and to that report.

I think if you look at the broader issue, in terms of the whole
set of activities at the IRS, a year ago when we got a report from
our IG saying that there was a problem in this unit, we took imme-
diate action. We brought in an acting commissioner, who I think
did a lot very quickly to fix the situation in that he brought in new
managers all the way down to the program level, changed the pro-
cedures, followed every one of the IG’s recommendations.

I understand, and I share, the frustration that a broken hard
drive has led to a gap in what is available.

But I do want to point out that what the IRS has done is extraor-
dinary in terms of going back and trying to recreate after a me-
chanical problem as complete a record as is possible. And 70,000
emails have been provided. They have gone through the recipient
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emails to trace back, not just from the sender but from the recipi-
ent.

And I have no reason to believe that I have anything to add to
what the commissioner has said.

Senator MORAN. Have you analyzed this independent of what the
commissioner has said?

Mr. LEw. I mean, we have been in contact, obviously, and under-
stand what they have done, but the IRS is managing this.

Senator MORAN. I do not mean these questions in any particular
political context, but the idea—I mean, I assume you understand
the nature of the IRS and what it expects of the American people
and the sense of what a double standard this is, that the IRS can-
not find records and, yet, American taxpayers are required to main-
tain.

You also have an ongoing lawsuit in which, by the Code of Civil
Procedure, they are required to keep the emails.

So it seems to me there are a series of problems that the IRS
faces as a result of the loss of this hard drive.

And it goes in a broader sense to me about the relationship be-
tween the Treasury Department and Congress in trying to estab-
lish some level of credibility as we have conversations about what
the truth is.

And it seems to me that this is one more example of what I find
very difficult in dealing with the Department, in getting answers
to questions that have substance.

Mr. LEw. Senator, the IRS put together an analysis of what hap-
pened, and when that analysis was complete and they knew all the
facts, they shared it with Congress. I think that it is fair to say
that it was their sharing of that information with Congress which
is why it is known to all of us.

So I think Commissioner Koskinen is one of the most out-
standing public servants I have ever worked with. He is a person
who spent five decades building a reputation on both sides of the
ﬂiSIe for integrity and character, and I have total confidence in

im.

Senator MORAN. Mr. Secretary, thank you for your responses. 1
have other questions that we will pursue if I have additional time.

Senator REED. Thank you very much.

Senator Brown.

Senator BROWN. Thank you, Mr. Chairman.

Secretary Lew, it is nice to see you again. Thank you for being
here.

The FSOC’s report identifies short-term wholesale funding as a
potential source of financial instability. Governor Trujillo—Federal
Reserve President of New York Bill Dudley has had some inter-
esting things to say. I will follow up with you in a letter with the
QF, if you would give us questions for—with questions for the
record. I will get that to you soon after this hearing.

I want to go a couple of other places.

Last July, you said, “If we get to the end of this year we cannot,
with an honest, straight face, say that we have ended too-big-to-
fail. We are going to have to look at other options.”

That was about a year ago.

December, you basically said, mission accomplished.
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You said, “Based on the totality of reforms we are putting in
place, I believe we will meet that test.”

This is despite the views of Federal Reserve Chair Yellen, Gov-
ernor Trujillo, the FDIC, the OCC, that our work on too-big-to-fail
is not finished. It almost does not matter what they say because
the markets still say that on too-big-to-fail the work is not finished.

Yesterday, you appeared to have a perhaps slight change of heart
when you told Chairman Hensarling, I am not sure we will know
the answer to that question until we have the next financial crisis.

Now that we all agree we cannot honestly say that too-big-to-fail
is over, what are we going to do to finally put the issue to rest?

Mr. LEwW. Senator, I have said on many occasions that the real
test only comes in the next financial crisis, which I believe is the
case. We have to take the steps that we believe are most effective,
and we do our analysis, but the only real moment when you know
for sure is when there is a crisis.

I believe if you look at what we have done we have done an enor-
mous amount. The capital that these institutions have——

Senator BROWN. I have never questioned whether you have done
a decent amount.

I have questioned that the markets still say there are advantages
for the largest banks on the capital markets, and so many others
are saying that.

Mr. LEw. On the question of the advantage, obviously, there is
a lot of work being done. There is a GAO report that is being com-
pleted I believe at your request.

There are a lot of market indicators that show that the assump-
tion that there is a price advantage is going way down. I am not
saying it is eliminated. It might be. There are some who argue.

But I think that in terms of the market advantage, it is certainly
shrinking, if not gone. I do not know that that is the only test.

Senator BROWN. If not gone?

Mr. LEw. I am just saying there are people who have expressed
the view that it is shrinking, others who have said that it is gone.

Senator BROWN. And your view is which?

Mr. LEw. It is definitely dramatically reduced.

The data are still being analyzed, and we will continue to look
at it.

Senator BROWN. Well, one of-

Mr. LEw. We are not going to defer to a rating agency or one
other. We have to keep looking.

Senator BROWN. Well, it is way more than rating agencies that
contend that.

Mr. LEW. Yeah.

Senator BROWN. I mean, FSOC’s mission is under the Dodd-
Frank. One of its missions is that we restore discipline to the mar-
kets through our clear message that no institution is immune from
failure.

And you know that. That is your responsibility.

Your statements have been a little, I think, off of that, but ——

Mr. LEw. Well, I actually do not think so.

I mean, I think we need to do everything that we can to reduce
the risk. The law has been changed so that we do not have
rules——
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Senator BROWN. But implying mission accomplished does not—
implying or saying mission accomplished does not get us there.

Mr. LEw. I actually did not say—I did not say mission accom-
plished.

I said we have to stay vigilant and keep asking questions and
our work is not done. I have raised issues about shadow banking.
I have raised issues about international collaboration.

I think we have a lot more work to do.

The question of whether or not—you know, I do think it is impor-
tant to look at things like capital standards, like the Volcker Rule,
like the resolution authority. There is enormous progress.

I am not sure that anyone sitting where I sit should ever be com-
fortable that they are done with their work.

To the extent that these institutions are so very complex, as I
was saying earlier, I think that presents issues that require our on-
going attention.

So I am not saying that we are done with our work, but I do
think that on the question of whether or not these institutions can
now absorb losses and economic shocks that they could not before,
we are in a very different place than we were a few years ago.

Senator BROWN. OK, OK. Let me close with a quick statement,
Mr. Chairman.

Respond, if you would like, Mr. Secretary.

I am concerned about financial deregulation and disarmament, if
you will, through international regulations. Last year, Chairman
Bernanke told this Committee that Basel III, international capital
accordance—he said, least common denominator.

We saw an example of that 2 weeks ago when the E.U.’s finance
minister came to Washington and lobbied the Fed to delay a rule
requiring large banks to have minimum levels of loss-absorbing
capital and long-term debt.

I am especially worried that including financial services in TTIP
could undermine U.S. financial regulations. Our safety and sound-
ness rules are obviously superior to theirs.

We have heard concerns that negotiations on capital standards
for international insurers could move the U.S. to a European model
of regulation.

From what I have heard, the Administration—and I thank you
for this—both you and Ambassador Froman, have stood firm on not
including financial services in TTIP, the Translation Trade and In-
vestment Partnership. I urge you to continue that advocacy in
international negotiations, to preserve U.S. regulators’ authority to
do whatever is necessary to make sure that our financial system
is safe and sound.

So I thank you for that.

Mr. LEW. Senator, we totally agree on that. I have made clear
to our negotiating partners that we do not think it is appropriate
to bring prudential regulatory standards into a trade negotiating
context and a trade dispute resolution process.

What we do try to do is use entities like the G—20 and the FSB
to drive international standards up. It ought to be a race to the top,
and I do think it is important that we remain very engaged in that
process.

Senator BROWN. Thank you, Mr. Secretary.
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Thank you, Mr. Chairman.

Senator REED. Senator Toomey.

Senator TOOMEY. Thank you, Mr. Chairman.

Thank you, Secretary Lew, for being with us today.

Just a few quick points I would like to make before I get to a
couple of questions.

One is I wholeheartedly agree with Senator Menendez’s point
about the orphan drugs. It is a very, very real issue. I think it is
an unintended consequence of the way the policy was drafted.

And I would just ask you, as you respond to him on this issue,
if you would please include me in your response

Mr. LEw. Happy to.

Senator TOOMEY.——because he and I have been working to-
gether on this. He is exactly right about the substance of the prob-
lem.

Very quickly on the Ex-Im Bank, which came up earlier, I under-
stood you to say, if I could paraphrase, essentially, since our lead-
ing trading competitors engage in Government-sponsored export fi-
nancing, we need to do it too in order to remain competitive. But
you went on to say it would be a different question if everyone
would step back from this Government-sponsored export financing.

Of course, that stepping back will not happen by itself. It is going
to require some leadership.

And so I, in fact, at the last reauthorization debate, proposed ex-
actly this encouragement, that we would have a mutual stepping-
back from forcing all of our respective taxpayers to subsidize cer-
tain companies in their exports.

Would you support pursuing an effort to engage our trading part-
ners and competitors in this mutual and reciprocal scaling-back of
Government-sponsored export financing?

Mr. LEw. Senator, we actually are engaged in conversations like
that. Just 2 weeks ago there was a meeting at Treasury with 15
countries, discussing this. I am not going to suggest that it is very
far along, but there is an engagement on this.

It is just I do not believe the same to think of it as a unilateral
decision as to think about what would happen if the world commu-
nity took action together. I am not particularly optimistic that it
will have the resolution that would have everyone step back, but
I do think it is a different question then.

Senator TOOMEY. Yes, well, it is a different question.

Surely, we will not make progress in that direction without
American leadership. So I hope that you will help to provide that
leadership. It would be a better world and better for Americans if
our taxpayers were not at risk to these financing exercises.

I would like to follow up on an issue that Senator Crapo raised,
and this is something on which we may disagree, but I feel very
strongly that there ought to be more transparency in the SIFI des-
ignation process.

And, specifically, I do very much agree with Senator Crapo, as
I understood his comments, to suggest that we ought to have objec-
tive criteria disclosed in advance for a variety of reasons, including,
in my view, an institution that is potentially subject to a SIFI des-
ignation ought to have the opportunity to consider changing its
business model, divesting itself or otherwise being able to avoid the
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criteria that the FSOC deems to be sufficiently risky for such a
designation. And I do not think there is enough transparency for
a company to make that judgment.

So shouldn’t a company be able to make a judgment about
whether they want to pursue lines of business that result in the
SIFI designation?

Mr. LEw. Yeah, I think it is a fair question. We will continue to
strive to strike the best balance between transparency and other
considerations in the process, like the protecting the private infor-
mation that companies have.

I think that on the question of whether companies get enough
feedback to know, I think in stage three companies have ample op-
portunity to know what the standards are.

And it is also not a one-time determination. There is an annual
review after a determination. So a company can choose afterwards
also to make a change.

I am happy to look at this question more.

It is not that we are lacking transparency here. I think that it
is there are very different kinds of firms, and I think that it is a
question of whether there is one set of criteria that would be appro-
priate for all of them.

Senator TOOMEY. OK. Well, certainly, I am not suggesting that
there is one set of criteria. Right, totally different kinds of firms.
That is one of the problems I have with this.

The idea that we would, for instance, impose bank-type capital
requirements on, say, fund managers which are not acting as prin-
cipals but, rather, as agents is completely inappropriate.

But I still think that the transparency need not be about the spe-
cific information about a given firm but, rather, the criteria that
FSOC would use. And I would encourage greater transparency in
that space.

The last thing I wanted to touch on briefly is my understanding
is that our regulators are in the process of proposing the implemen-
tation of the Liquidity Coverage Rule, which originated with Basel,
of course. Two concerns I have with this:

One, it is my understanding this was meant to address liquidity
challenges that would arise specifically from multinational/inter-
national activity, and yet, the criteria for applying it is an asset
size, which is $250 billion in assets.

And there are some banks in America, for instance, who might
be of that size but do not engage in much cross-border activity.
They actually look more like a series of community banks than a
money center bank.

Second—and if you could just comment on both of these—is the
fact that there is an extremely high capital requirement on
securitized credit facilities, which I think you could argue is actu-
ally less of a credit risk than direct lending sometimes for a variety
of reasons, and yet, this rule would require 10 times the capital
that direct lending would apply.

Are those issues of concern to you?

Mr. LEw. Senator, I think that the overarching concern is to
make sure that firms have a thick layer of capital that is there for
them to turn to and that they not be overleveraged to the point of
creating systemic risk. There is an interplay between the require-
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ments in terms of which standard will be binding for a different
firm, depending on what the composition of their assets is.

The Fed has worked very hard on these rules. The FDIC is work-
ing on these rules.

I am happy to go back and look at the question you are raising.

Senator TOOMEY. I appreciate it.

Thank you, Mr. Chairman.

Senator REED. Thank you, Senator Toomey.

Senator Manchin, please.

Senator MANCHIN. Thank you, Mr. Chairman.

And thank you, Secretary Lew, for being here.

I know you touched on this briefly; I think with Chairman Crapo,
but I want to go back to the Export-Import Bank because I think
there are a few things that need to be talked about here. I know
they are getting beat up pretty good right now.

And the thing I am looking at is the facts of what we are dealing
with:

Returning over a billion dollars to the Treasury, one of the few
agencies to actually make money for our Government.

And for supporting 205,000 American jobs, and these are real
jobs in States like mine, of West Virginia, and every State up here.

And also, helping about 3,400 companies, a lot of small compa-
nies.

We just had a seminar and had the Export-Import Bank in West
Virginia to really expose them more.

I have small businesses that are really poised to export, but they
do not know how to get into that market and are afraid to get into
that market. They do not have the wherewithal, and they will not
tiptoe in that without the support of Export-Import Banks.

And I want to give my colleagues—I am trying to give my col-
leagues a comfort level on the other side of the aisle, if they would,
and work with us. They have before.

And I am just trying to find that middle ground if I can be-
cause—tell me where we are poised on a global market without
this type of tool, if you will, the Export-Import Bank, and how we
can go it alone without that also.

Mr. LEW. Senator, I think the Export-Import Bank provides enor-
mous benefit to both small and large firms—different kinds of ben-
efit. For the small firms, as you are mentioning, it is a pathway
to understanding how to export. With the larger firms, there is a
real need to level the playing field.

You look at areas like aviation sales. If other countries are sub-
sidizing their aircraft and we do not have export supports, that is
going to have a direct impact on jobs.

Senator MANCHIN. We are not even asking for a subsidy.

Mr. LEw. No.

Senator MANCHIN. We just basically are guaranteeing that, and
they are paying the full.

Mr. LEw. Now it is a support to the export.

Senator MANCHIN. Sure.

Mr. LEW. I do not think we can say it is not a support. I think
ours are actually more appropriate than the subsidies that others
provide.
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But what I do know is that whether it is a small firm or a large
firm, if we would remove the Export-Import Bank, both access to
exports would be reduced and the level playing field would be made
much more anticompetitive to the United States.

Senator MANCHIN. What happens to us in September if we do not
have a reauthorization?

Mr. LEwW. I believe the Export-Import Bank loses its ability to
enter into the guarantees.

Senator MANCHIN. Anymore guarantees, basically, from that
point going forward?

Mr. LEw. I do not know what happens to the ones in the pipe-
line. That is a question I would have to ask.

Senator MANCHIN. If you could find that out for me, sir, I
would—I just think it would be devastating. If it was not for the
export markets right now, our economy would be very much hurt-
ing in West Virginia and I am sure around other States around
this country.

Mr. LEw. And I know that, whether it is construction equipment
or aviation equipment or small manufactured goods, exports are an
area of enormous potential for our economy and big firms and
small firms.

Senator MANCHIN. And, sir, I finally want to touch on one other
thing, which is the big fix. Ever since the first day I arrived here,
I thought we needed to do a financial overhaul, and I continue to
feel that way.

When I was Governor, I know we did some big things. In the
first 7 days I was there I called a special session. It was all about
finances. Get our financial house in order.

Our economy took off unbelievable after that, and we never
looked back during the recession because people had confidence.
They were investing. They knew they would be treated fair, and
they knew there was a fair system in place.

The uncertainty we have in our system right now, I think, makes
that questionable, and people are looking.

Are we protecting winners and losers?

Are we trying to give too much to the people we think have not
had a fair shot and trying to balance this thing out but without
really having a concise financial or tax plan for corporations and
our individuals?

Mr. LEW. I could not agree with you more. We have a lot of un-
finished business. If we could do business tax reform, I think it
would help enormously in terms of:

Senator MANCHIN. Do you all intend to go after that in the last
2 years of this Administration?

Mr. LEw. Well, we——

Senator MANCHIN. Let me just say one other thing real quick,
and then you can go ahead.

The economy shrank 2.9 percent in this first quarter. I know it
was a shock to all of us to see that much. There could be a lot of
contributing factors; I understand that—tough winter, things of
that sort. But it really set us back on our heels a little bit.

I just believe that if you are going to leave a legacy, fixing this
financial mess, whether you inherited it, whether we have help cre-
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ate it, whether we are all at fault, Democrats and Republicans, this
would be a tremendous legacy to leave.

Mr. LEw. Yeah, there is no question that the first quarter of this
year was not good performance, but I do think there are idiosyn-
cratic factors that explain it, ranging from the weather to the fact
that in the fourth quarter of last year we had a huge inventory
buildup that got drawn down in the first quarter.

And there is something in terms of the demand for health care
goods, health care services, that is throwing these numbers into a
place that feels very anomalous.

Senator MANCHIN. In your heart of hearts, do you think that we
will tackle—do you think that the President and the Administra-
tion will tackle a major overhaul of our finances?

Mr. LEw. Well, if you mean our tax system?

Senator MANCHIN. Our tax system.

Mr. LEwW. Look, I think the President remains committed to it.
The President put a proposition on the table that I think is one
Congress should come back to, which is do business tax reform, use
a one-time savings to fund infrastructure investment and solve two
problems we have to get our economy moving. We can replace a tax
code that is riddled with loopholes by lowering the statutory rate,
and we can pay to fix our bridges, roads and ports so we can com-
pete in the next century.

I think it is win-win.

Senator MANCHIN. And you are OK if we dedicate that additional
revenue toward infrastructure only

Mr. LEW. Yes.

Senator MANCHIN.——so we do not grow the size of Government?

Mr. LEw. Absolutely. It is one-time savings. You could not use
the one-time savings to cut rates or you would lose money in the
out years.

Senator MANCHIN. No, I know that.

I am just saying, if you are on record as wanting that, that would
be great.

Mr. LEw. Absolutely.

Senator MANCHIN. Thank you, sir.

Senator REED. Thank you.

Senator Vitter.

Senator VITTER. Thank you, Mr. Chairman.

Mr. Secretary, I want to return to the IRS scandal that my col-
league touched on.

The IRS first said that there was no targeting of political groups.
Then it said that it was a few rogue agents in Cincinnati. Then it
said that there was also equal scrutinization of progressive groups.
All of those things have been now provided untrue.

Now it is saying that these Lois Lerner emails have lost forever
because of a hard drive crash. And then only when asked, they dis-
closed—the IRS disclosed—that six other hard drives belonging to
IRS officials being investigated had also crashed.

Given all that history, do you personally believe that “crash” was
truly an accident and a coincidence?

Mr. LEw. Senator, I do not agree with the history that you cited.

I think there is no evidence that has come forward to show any
political involvement in the whole 501(c)(4) decisions.
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I think that the actions taken by this Administration and by my-
self have been clear, that we need to replace the people who made
decisions in senior positions.

And I have——

Senator VITTER. Mr. Secretary, do you personally believe that
this hard drive crash was both an accident and a coincidence?

Mr. LEW. Senator, I have no reason to believe it is not just a
hard drive that broke. Hard drives do break.

4 Senator VITTER. So you believe it was an accident and a coinci-
ence.

Mr. LEwW. Look, I know that in 2011, when the hard drive broke,
it was reported. There was an attempt made to reconstruct it. It
was a hard drive that broke.

Senator VITTER. You believe it was an accident and a coinci-
dence, basically, according to your testimony before, because folks
at the IRS told you that?

Mr. LEw. Senator, sometimes a broken hard drive is just a bro-
ken hard drive.

Senator VITTER. But you do not understand the fact that the
American people think somebody other than folks at the IRS
should look at this?

Mr. LEW. Look, I—

Senator VITTER. Doesn’t that make fundamental sense?

Mr. LEw. I defer to the IRS commissioner who has addressed this
at great length. They have and will continue to respond to ques-
tions.

Senator VITTER. When is the last time a hard drive broke like
this at the IRS?

Mr. LEW. I do not know, Senator.

Senator VITTER. So you have not asked that question?

Mr. LEW. I do know that hard drives periodically break.

Senator VITTER. Do you know if it has ever happened before, say
in the last 10 years, at the IRS?

Mr. LEwW. Senator, I am not an IT expert. I would have to get
our IT expert.

Senator VITTER. And you have not asked that question?

Mr. LEwW. Senator, I do know that hard drives break. They break
in the Congress. They break in agencies. They break in our homes.

And, when a hard drive breaks, you try to recover what you can.

What the IRS has done is gone above and beyond in terms of
reaching out, not just to the broken hard drive but to the

Senator VITTER. Mr. Secretary, the point is nobody trusts the
IRS to be the only person looking at this issue.

It is a fundamental point. No one thinks only the folks who could
get in trouble over it should investigate it.

You do not think that is a fair response because that is certainly
the dominant response of the American people?

Mr. LEwW. Senator, I think that the IRS has gone through a thor-
ough review. They made a report to the Congress. They are testi-
fying and answering questions, and——

Senator VITTER. Let me ask you this way; when a taxpayer files
a tax return and takes a bunch of deductions and the IRS asks
questions about those deductions and the taxpayer has no receipts,
no documentation of the deductions, because the dog ate them,
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sh01‘1?1d the IRS accept that without any further outside investiga-
tion?

Mr. LEw. Well, actually, the IRS policy, when a taxpayer has lost
information because of something like a broken hard drive, is to
work with the taxpayer to recover what can be recovered and to
make determinations based on the data that are available.

Senator VITTER. That is interesting. I think there are going to be
a lot of broken hard drives happening in the next few months. So
I would warn the IRS about that.

An archivist of the United States testified yesterday that the IRS
did not follow the law when it failed to report the loss of records
belonging to a senior IRS executive.

What consequences will there be for that failure?

Mr. LEw. Senator, the IRS IG is looking at this whole matter. So
there are independent eyes being put on it, and I would defer to
the IRS IG for those matters.

Senator VITTER. Also, a number of IT professionals disagree that
these emails are unrecoverable.

What, if anything, are you doing to bring those professionals into
the process?

Mr. LEwW. Senator, I am happy to take back any questions that
arise.

I am not, as I say, an IT professional. I have been told that ex-
traordinary steps have been taken to recover the data.

Senator VITTER. I just want to emphasize, Mr. Secretary, that in
the real world, when I talk to folks in Louisiana—Democrat, Re-
publican, Independent—their reaction to the notion that this is a
pure accident and coincidence ranges from some who are very, very
dubious to most who think that that assertion is laughable.

And this is growing the distrust gap enormously between Wash-
ington and the American people. Something needs to be done about
it.

Mr. LEw. Well, Senator, I obviously do not disagree that it is un-
fortunate that the hard drive broke.

I am answering your questions. The IRS is answering questions.
It was from 2011, when the hard drive broke, until now that every
effort has been made to recover.

Senator VITTER. And the only folks looking into it work at the
IRS. The only folks looking into it are those who work at the IRS.

Mr. LEW. Senator, the IG is looking into it.

Senator REED. Senator Warren, please.

Senator WARREN. Thank you, Mr. Chairman.

And thank you, Mr. Secretary, for being here.

You know, Mr. Secretary, there are two tools to address the on-
going too-big-to-fail problem. We could address the to-fail part by
trying to eliminate all the different ways that massive financial in-
stitutions could take on too much risk, or we could address the too-
big part of it by breaking up the biggest banks so that even if they
did take on too much risk we could let them fail without worrying
that they would bring down the whole economy.

Now Dodd-Frank focused principally on the first approach, trying
to address the sources of risk in the system.

But since Congress enacted that law, the risks have changed.
Banks have gotten more involved in the ownership and trading of
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physical commodities like aluminum, oil and gas. They have start-
ed offering securities backed by subprime auto loans, which look an
awful lot like the subprime mortgage-backed securities that cause
the 2008 crisis.

It seems like we are playing a game of Whack-A-Mole. As we ad-
dress some sources of risk, others start popping up.

So my question is given how quickly the amount and types of
risk change for these massive financial institutions and how dif-
ficult it is for regulators to master these new challenges, how con-
fident are you that we can solve the too-big-to-fail problem by fo-
cusing only on regulating risk rather than using a combination of
regulating risk and reducing size?

Mr. LEW. Senator, I actually think that size does not always cor-
relate with risk. You could have a smaller institution that creates
more risk.

Senator WARREN. Let me just stop you there, Mr. Secretary, just
because you and I have had this conversation before.

Mr. LEw. We have.

Senator WARREN. And this part of it we can just rehearse very
quickly by saying the question is not whether it always correlates.

The question is whether or not a large institution that takes on
more risk poses more risk to the economy than a smaller institu-
tion that takes on more risk.

And it is a question of using one tool—that is, you are just trying
to manage risk—or using two tools, that risk and size matter.

Mr. LEw. Senator, I think that if you look at the approach we
have taken—and when I say we, I do not mean just Treasury but
the regulators have taken—it imposes substantial burdens on large
firms by requiring higher capital reserves, by putting tougher
standards in place.

So there has not been an ignoring of size. It has been to impose
internalized costs to reduce the risk.

Now whether there is more that needs to be done is something
we need to continue to look at.

Senator WARREN. But, Mr. Secretary, what has been the con-
sequence of your having imposed these, as you put them, costs on
size? We have watched over the last 5 years the largest financial
institutions have gotten substantially larger.

So it is not that these tools have been effective to reduce the size.
They have grown.

Mr. LEw. Well, they also have much higher capital reserves, and
they are in a position that is not the same as the position they
were in at the beginning of the process.

I mean, at some level, if the price of being big means having
larger capital reserves and you can build in more protections, the
question, which I think is a fair question, is, is that enough?

But the approach taken has not been to ignore size is what I am
saying.

Senator WARREN. Well, all right, but they have gotten bigger. So
whatever you are doing is obviously not causing them to get small-
er, and that adds additional risk.

So let me ask the question then a different way.
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I know that the Treasury Department has supported the big
banks and objected to steps that would reduce their size, such as
imposing asset caps or reinstituting Glass-Steagall.

But the GAO will release a report shortly on whether the big
banks continue to profit from their too-big-to-fail status.

Now if that report confirms that too-big-to-fail is still a serious
problem, will the Department rethink its opposition and support
taking steps directly to reign in the size of the biggest financial in-
stitutions?

Mr. LEw. Senator, I look forward to reading that report and
other analyses of the issue because, obviously, it is an important
question—whether there is a funding advantage—and the data, as
we have discussed many times, are imperfect and not as current
as we would all like.

And we are always looking at what we can do to make our finan-
cial system safer and sounder.

My reluctance to directly answer the question about kind of set-
ting arbitrary size limits is that I worry that that perhaps misses
the real risks, and I look forward to continuing the conversation.

Senator WARREN. Well, I appreciate that, Mr. Secretary.

You said yesterday—and I will close here since I am over time.

But you said yesterday, in testimony before the House, that we
will not really know whether we have solved the too-big-to-fail
problem until there is another crisis. I hope that does not mean
that nothing will change your mind on the question of addressing
the fact that the biggest financial institutions in this country are
getting bigger by the day and that size intersects with risk.

Believing that we are using only one tool, and that is trying to
regulate the risk, without paying attention to size, I think, runs
some enormous risks.

I know I do not have to remind you; we cannot afford another
financial meltdown, and these big banks pose a risk to the entire
economy.

Mr. LEw. Senator, I think that there should not be a day when
we do not look forward at what the risks of the future are and chal-
lenge our assumptions that we have come to today with and ask,
do we have the tools we need for the future? That is how I ap-
proach every issue.

And we have to rethink things. So I do not have views that are
locked in based on the past.

But I do think that if you look at what we have been doing we
have been keeping a focus on where we think the risks are the
greatest. So we are keeping a lot of pressure on the regulators to
act on shadow banking. We are keeping a lot of pressure on the
international system to meet U.S. capital standards so our expo-
sure is not so great in our complex, global financial system.

And I look forward to continuing to look at all these issues.

Senator WARREN. I appreciate that.

I appreciate your willingness to consider and reconsider the im-
pact of size and also to continue to take a very hard look. These
banks are taking on new forms of risk and that—I apologize.

Mr. LEw. I know you are over time and I am over time, but I
actually think size is not necessarily the only issue. Complexity is
an issue that may be more important than size.
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Senator WARREN. Hence, the reason to use two tools and not just
one.

Mr. LEw. But I do not think that leads to an arbitrary limit that
would not necessarily deal with that problem.

Senator WARREN. Many ways to deal with size without calling it
an arbitrary limit—I will not let him get the last word.

Thank you, Mr. Chairman.

Senator REED. Senator Heller.

Senator HELLER. Mr. Chairman, thank you.

And to the Secretary, thank you for being here also.

I want to begin by saying that I do not share your confidence in
Commissioner Koskinen. I have been here for 7 %2 years and have
never seen a more arrogant witness in my time here. And coming
from a city that breeds arrogance, that is really saying something.

I want to begin by following up with Senator Moran’s and Sen-
ator Vitter’s questions on the IRS scandal.

Before I do so, I would like to start with a quote from the Presi-
dent last year that said, “The IRS has to operate with absolute in-
tegrity, and the Government has to conduct itself in a way that is
true to the public trust.”

And I would argue that this Administration has completely failed
on every single one of those points, and I think there are many
here in this room that would agree with me.

Going back to Senator Moran’s questions and being very specific,
Secretary Lew, when were you first personally aware—when were
you first personally aware that Lois Lerner’s emails were lost?

Mr. LEW. Senator, as I testified yesterday, I became aware of it
roughly at the time Congress did, just days before.

Our attorneys were talking to each other, and I think correctly
said that they should fully understand the whole situation and
then bring it forward and disclose it completely, and that is what
they did.

Senator HELLER. So they found out in April and did not tell you
until you heard on TV?

Mr. LEW. No, no, I said I learned just before.

Senator HELLER. So a week ago?

Mr. LEw. I would have to——

Senator HELLER. Days ago? A week ago?

Mr. LEw. I learned, you know, a day or two before.

Senator HELLER. OK, you said days ago.

Did you give or receive any directives of how the IRS should han-
dle that?

Mr. LEW. I am sorry I did not hear you.

Senator HELLER. Did you give the IRS, or have you had oppor-
tunity to give them, any directives?

Mr. LEW. Our general counsels engaged on this, and the direc-
tion

Senator HELLER. Are you engaged?

Mr. LEw. The direction that was given was figure out what hap-
pened and share that information when you thoroughly can explain
where it is. I think that was the right guidance.

Senator HELLER. But I just want to know. What are the discus-
sions between Treasury and the IRS? What has been taking place
since you found out?
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Mr. LEw. The IRS is responsible in this area, and Commissioner
Koskinen has been answering questions on it, and I have remained
abreast of what is going on.

But, obviously, I am not the IT expert. I cannot go back and go
through the details of——

Senator HELLER. Are you responsible for the IRS? Are you re-
sponsible?

Mr. LEw. The IRS is part of the Treasury Department.

Senator HELLER. Right, right. So you have a hands-off approach?

Mr. LEW. No, I did not say I have a hands-off approach.

Senator HELLER. It sounds to me you have a hands-off approach
moving forward on this.

Mr. LEW. Senator, I do not pretend to be an IT expert.

Senator HELLER. I am not asking you to be an IT expert.

All T am asking you is, are you having discussions today, as head
of the Treasury Department, with the IRS on this issue? Are you
having discussions?

Mr. LEw. There——

Senator HELLER. You can tell me no. That is all right.

Mr. LEwW. No. The direction which was given by Treasury was to
get to the bottom of this and to understand it and to share the in-
formation. That is, I think, what was the right thing to do.

Obviously——

Senator HELLER. Have you had any personal discussions with
the White House about these lost emails?

Mr. LEw. I am not going to get into specific conversations, but
there has been—this is something that the IRS has analyzed and
shared everything that they know.

Senator HELLER. So, as part of your hands-off approach, you
have not even talked to the White House about this?

Mr. LEW. Look, the IRS is an agency that I think appropriately
operates within Treasury with a great deal of independence be-
cause I do not think it would be in anyone’s interest for there to
be any political interference with the IRS.

But on questions

Senator HELLER. We can just move on.

The Federal Records Act requires that all agencies back up all
official documents and communications.

Do you believe that the IRS has broken any laws?

Mr. LEw. The IRS IG is taking a look at this, and I will obviously
read that report.

Senator HELLER. Can we go somewhere else besides the Treasury
IG or the IRS IG?

Can we get an independent review? I think that is what Senator
Vitter was trying to get to.

Can we get outside the Treasury Department, outside the IRS,
and get an independent review of this?

Mr. LEwW. You know, I have never heard a question raised about
the independence of the IRS IG.

Senator HELLER. Well, you are hearing it. You are hearing it.

Can we?

Mr. LEW. The IG is an independent investigator.

Senator HELLER. Would you support outside the Treasury De-
partment taking a look at this?
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There is a real lack of confidence.

Mr. LEw. I think the IG investigation is appropriate and is un-
derway.

Senator HELLER. You are sounding just like the commissioner
now. You are sounding just like the commissioner.

Mr. LEw. Senator

Senator HELLER. Can you get an independent counsel outside the
Treasury to take a look at this issue?

Mr. LEwW. Senator, I think the IG review is the appropriate step.

Senator HELLER. So you are saying no.

Mr. LEw. I am telling you what I think the appropriate step is.

Senator HELLER. Your answer is no.

Thank you, Mr. Chairman.

Senator REED. Thank you, Senator Heller.

I am informed that Senator Shelby has one question.

Senator SHELBY. One question, I hope.

Senator REED. Asking that question, I will recognize Senator
Shelby.

Senator SHELBY. Mr. Secretary, I have before me a Treasury
Order 10105, which breaks down the relationship and supervision
of officials in the Department of Treasury. That is, you designate
under the order the Deputy Secretary is authorized to work in your
behalf and so forth. It has got a list of the Under Secretaries, and
number 11 is the Commissioner of Revenue.

The IRS Commissioner, as I understand it, according to your di-
rective here, reports directly to the Deputy Secretary of the Treas-
ury, which reports—the Deputy reports to you. Is that right?

Mr. LEw. That is correct.

Senator SHELBY. OK. Now——

Mr. LEw. I mean, it is a bit more independent than other
subunits; we should clear.

Senator SHELBY. Not totally?

Mr. LEw. Not totally, no, no, no. I never said it was.

Senator SHELBY. Do you believe that the integrity of the IRS is
of the utmost importance to the functioning of this Government?

Mr. LEw. Look, I have said many times, and I believe deeply——

Senator SHELBY. Yes or no—do you believe that?

Mr. LEw.——that in a functioning democracy the integrity of the
IRS is critical.

Senator SHELBY. Do you realize—you, the Secretary of the Treas-
ury—that the IRS’s integrity has been called into question all over
America, in other words, for what has been going on at the IRS the
last several years?

People do not trust the IRS. They do not believe that those tapes
and hard drives just disappeared.

You know all this. I think you are an honorable man. I have
known you a long time.

But isn’t it time—isn’t it past time—for us to get past you look-
ing at internally, even by an inspector general, and get a special
prosecutor to restore the integrity of the IRS, whatever the cost,
wherever it leads?

Mr. LEwW. Senator, I believe that if you look at the amount of in-
vestigation that has been done, that has produced no evidence of
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any political interference in this process, if one looks at the record,
the record should actually be reassuring.

Obviously, there is a desire to keep asking questions. I under-
stand that, but I do not think it is because the questions have not
been thoroughly examined by committee after committee of Con-
gress, independently looking at all of the evidence, interviewing
people, going through millions of pages of documents. No evidence
of political interference—at some point, the process has to recog-
nize that.

Senator SHELBY. Well, I think most people would think there has
been a lot of interference by the IRS.

Mr. LEW. There is no evidence of it.

Senator SHELBY. Not just the disappearance of the tapes but
what went on before them, when they were stonewalling different
designations that should have been approved.

But the integrity of the IRS is what is important, and the Amer-
ican people—I think that is in question now.

How do you restore it? I believe you get to the bottom of this.

And I do not believe Treasury and the inspector general and oth-
ers can do this. We need outside special prosecutors to do it be-
cause it is important, not only to this Administration but to the
functioning of Government, period.

Thank you.

Senator REED. Thank you, Senator Shelby.

Thank you, Mr. Secretary, for your testimony.

As many of my colleagues indicated, they will submit written
questions to you, and we ask for your prompt response.

With that, I will say, the hearing is adjourned.

[Whereupon, at 11:49 a.m., the hearing was adjourned.]

[Prepared statements and responses to written questions sup-
plied for the record follow:]
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PREPARED STATEMENT OF SENATOR RICHARD C. SHELBY

Thank you, Mr. Chairman.

My position on the Financial Stability Oversight Council, or FSOC, is well known.
As T have said in the past, I have strong concerns with the Council, which, I believe,
was one of Dodd-Frank’s ways of preserving and codifying preferential treatment for
large institutions with any hand in financial markets.

I am afraid that my concerns with the structure of the Systemically Important
Financial Institution, or SIFI, designation process have proven eerily true for finan-
cial firms of all sectors. It seems to me that not only is the process thoroughly
opaque, but aside from an introductory threshold, the qualifications for designation
are devoid of any quantitative data. What constitutes interconnectedness? What spe-
cific metric does FSOC use to determine a systemically important level of inter-
connectedness? Mr. Chairman, we don’t know.

Further, as I have outlined before, I remain concerned with the ideology of a SIFI
designation entirely. The Federal Government should not pick winners and losers
in the market. Yet, that is exactly what a designation does; it chooses which firms
are too-big-to-fail. Mr. Chairman, I understand that this Committee has already had
this debate; however, I do not believe it is over. I believe stronger-still capital stand-
ards for the major market players should be on the table. I look forward to hearing
Chairman Lew’s perspective on this matter and on many of these other concerns,
and I hope he shares them.

Thank you Mr. Chairman.

PREPARED STATEMENT OF JACOB J. LEW
SECRETARY, DEPARTMENT OF THE TREASURY

JUNE 25, 2014

Chairman Johnson, Ranking Member Crapo, and Members of the Committee,
thank you for the opportunity to testify today regarding the 2014 annual report of
the Financial Stability Oversight Council.

Nearly 4 years ago, President Obama signed into law the Dodd-Frank Wall Street
Reform and Consumer Protection Act (Dodd-Frank Act), the most comprehensive set
of reforms to our financial regulatory system since the Great Depression. As a result
of the implementation of these new rules, consumers have access to better informa-
tion about financial products and are benefiting from new protections. Financial
markets and companies have become more resilient. Regulators have become better
equipped to monitor, mitigate, and respond to threats to financial stability. And
today, our financial system is better capitalized, more transparent, and better pre-
pared to withstand shocks.

As many of you know, one of the important reforms in the Dodd-Frank Act was
the creation of the Financial Stability Oversight Council (Council). Before the Coun-
cil, no single authority was accountable for monitoring and addressing risks to fi-
nancial stability, and each regulator focused on the institutions, functions, or mar-
kets under its purview. As we learned, without a mechanism to look at the entire
financial system, risks to financial stability can spread quickly across institutions
and markets. This siloed approach allowed certain risks to fall through the cracks
of the regulatory system and failed to protect us in the lead-up to the crisis.

Congress changed that. With the establishment of the Council, senior regulators
from across the system now meet regularly to facilitate a more coordinated approach
to monitoring, identifying, and responding to potential threats to financial stability.
Today, the Council provides a forum to foster regular and close collaboration among
its members at both the Federal and State levels. This collaboration features fre-
quent meetings between senior officials, as well as dedicated and ongoing engage-
ment among staff on a near-daily basis.

Independent regulators continue to be responsible for regulating the markets and
institutions they oversee. But they are now also part of a process that enables them
to look across markets and institutions to monitor the entire financial system and
identify potential risks to U.S. financial stability. Some now suggest that this func-
tion should be curtailed, but hindering the Council’s ability to analyze information
regarding particular sectors, firms, or activities runs the risk of missing the next
threat to our financial system and the U.S. economy. This is an important responsi-
bility that the Council must fulfill.

Today, there are even some who challenge the notion that the Council should ask
questions about whether certain activities or companies might pose risks to the sta-
bility of the U.S. financial system. But asking questions does not equal regulatory
action. We learned from the financial crisis that regulators should have asked more,
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not fewer, questions about the institutions and activities that they oversaw. And
today we should ask these questions equally prepared to find a reason to take action
or not. But if we avoid or are discouraged from asking questions altogether, our fi-
nancial system will be more exposed to unseen risks, potentially leading to large
scale problems.

There are many possible outcomes associated with the Council examining a par-
ticular risk. If the Council determines there is a risk that requires action, Congress
provided the Council with a broad range of authorities and potential remedies. The
Council may also conclude that it does not need to act, that it needs to examine
and issue further, or that it must gather additional data. What the Council should
not do is cordon off any sector or activity without even considering it. That would
be a dereliction of Council responsibilities and a complete disregard for the very
purpose of the Council.

Some also claim that the Council’s processes are opaque and its outcomes are pre-
determined, but that is simply wrong. The Council has voluntarily adopted a robust
transparency policy and put in place a comprehensive, deliberative approach to its
evaluation of risks, and it solicits public input and carefully considers all points of
view. Its report, which I will be discussing today as the subject of this hearing, de-
scribes the work of the Council.

As the distance in time since the financial crisis grows, we must not forget the
financial and emotional pain endured by millions of American families who lost
their homes, their retirement savings, or their jobs. We cannot return to a regu-
latory environment that failed to detect risks to financial stability and was
unequipped to mitigate those risks and prevent the damage to our financial system
and economy.

In this context, the Council’s annual report stands as a testament to how the
Council is executing on its statutory duty to identify and respond to potential
threats to financial stability. The report reflects the collective judgment of Council
members regarding the key risks to financial stability and provides an important
example of how the Council shares information about its work with Congress and
the public in a clear and transparent manner. Each annual report is the product
of a highly collaborative analysis conducted by the Council’s member agencies to
document for the public the Council’s sense of the risks present in all corners of the
market, its assessment of how those risks might be transmitted to the broader fi-
nancial system, and its recommendations for specific actions to mitigate those risks.

The Council’s annual report also provides a roadmap for the Council’s agenda for
the upcoming year—what areas it will focus on, what areas will likely require addi-
tional attention, and how it expects to address them. The 2014 annual report fo-
cuses on nine areas that warrant continued attention and possibly further action
from the Council’s members:

o First, regulatory agencies and market participants should continue to take ac-
tion to reduce vulnerabilities in wholesale funding markets, including tri-party
repo and money market mutual funds, that can lead to destabilizing fire sales.

e Second, regulators should continue to work with policymakers to implement the
significant structural reforms needed to reduce taxpayers’ exposure to risk in
the housing market.

e Third, cybersecurity threats, infrastructure vulnerabilities, and other oper-
ational risks remain a top priority for the Council, and regulators should con-
tinue to take steps to prevent operational failures and improve resiliency.

e Fourth, as the financial system evolves in response to technological, competi-
tive, and regulatory changes, regulators should remain attentive to financial in-
novations and the migration of certain activities outside of traditional financial
intermediaries that could create financial stability risks.

o Fifth, U.S. regulators should continue to cooperate with foreign counterparts to
address concerns about benchmark reference rates such as LIBOR.

e Sixth, regulators and institutions should remain vigilant in monitoring and as-
sessing risks related to interest rate volatility, particularly as investors seek
higher yields in a low interest rate environment.

e Seventh, Council member agencies should continue to work with the Office of
Financial Research (OFR) to fill financial data gaps and address related issues
of data quality and comprehensiveness.

e Eighth, regulators should continue implementation of Dodd-Frank reforms to
reduce risk-taking incentives of large, complex, interconnected financial institu-
tions.
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e And finally, there is a need for continued monitoring of adverse financial devel-
opments abroad and their potential impact on the U.S. financial system.

Activities of the Council

Since its 2013 annual report, the Council has continued to fulfill its statutory re-
sponsibilities to identify risks to U.S. financial stability, promote market discipline,
and respond to emerging threats to the stability of the U.S. financial system. The
Council regularly examines significant market developments and structural issues
within the financial system. For example, over the past year, the Council considered
issues such as market volatility, the Government shutdown and debt ceiling im-
passe, interest rate risk, economic developments in Europe and emerging economies,
housing finance reform proposals, the NASDAQ trading halt in August 2013, and
risks to financial stability arising from cybersecurity threats. Recognizing the need
to be vigilant in responding to new and emerging challenges, the Council will con-
tinue to monitor potential threats to financial stability and to facilitate coordination
among its member agencies.

In addition, last year, the Council made its first designations of nonbank financial
companies. The Council’s designations authority addresses a key weakness brought
to light by the financial crisis: the existing regulatory structure allowed some large,
complex nonbank firms to pose risks to financial stability that were not subject to
adequate supervision. As a result, the Dodd-Frank Act allows the Council to des-
ignate nonbanks whose distress or activities could pose a threat to U.S. financial
stability, and subject them to supervision by the Federal Reserve and enhanced pru-
dential standards. The Council has used a thorough and transparent process when
considering these companies for designation, giving each company numerous and ex-
tensive opportunities to engage with the Council and its staff and to understand the
detailed reasons for any designation.

The Council voted in July 2013 to make final determinations regarding American
International Group (AIG) and General Electric Capital Corporation. In September
2013, the Council voted to make a final determination regarding Prudential Finan-
cial. The Council had notified those companies in the fall of 2012 that they were
under review for potential designation, and the companies submitted information for
the Council to consider in its evaluations. The lengthy and careful analyses con-
ducted by the Council included frequent and substantive interactions with the com-
panies under consideration.

Let me give you an example. For one of the companies that has been designated,
Council staff spent over a year conducting an analysis that considered more than
200 data submissions from the company that totaled over 6,000 pages. The Council
or its staff met with the company 20 times. Prior to a final determination, the Coun-
cil prepared and shared with the company an approximately 200-page document
outlining the Council’s analysis and rationale for a proposed determination. The
company responded to this document and discussed it with all the members of the
Council before the Council made a final decision. This determination—and any oth-
ers made by the Council regarding nonbank financial companies—was based on the
standards set forth by Congress in the Dodd-Frank Act and followed the process laid
out in the Council’s public rule and guidance.

One final point I would like to make here is that given the global nature of the
financial system, the United States has made strong commitments to international
efforts to institute financial regulatory reforms comparable to and consistent with
ours. Such efforts are important to safeguarding the U.S. financial system from
threats resulting from weaker regulation abroad, as well as to promoting a level
playing field for U.S. firms that operate internationally.

The Council’s Governance and Transparency

The Council is committed to conducting its work publicly. Indeed, as I noted pub-
licly at our May meeting, the Council’s annual reports will continue to serve as a
key tool for communicating our activities to the public and Congress.

However, much of the Council’s work—particularly in regards to companies under
consideration for potential designation—relies on sensitive company and industry
data and information that would not be shared by firms or regulators without an
expectation of confidentiality. Accordingly, the Council is committed to conducting
its meetings in public whenever possible and to releasing minutes for all its meet-
ings. Though no statute requires the Council to do so, we believe taking these steps
helps provide the public with insight into the Council’s work. We have kept those
commitments over the past three and a half years, including holding 12 open meet-
ings and releasing minutes for 40 meetings.

The Council also understands that it can always improve upon its commitments.
To that end, beginning in 2013, the Council undertook a review of its governance
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and transparency policies to determine whether it can even better enhance its open-
ness and accountability to the public while still protecting sensitive information.
This review has included consideration of the practices of other organizations with
similar structures, memberships, or responsibilities as the Council. For example,
during a public session in May, the Council revised its transparency policy to incor-
porate several enhancements to improve communication with the public. Addition-
ally, the Council adopted bylaws for its Deputies Committee that will provide fur-
ther visibility into some of its staff work.

The Council understands that the perspective of the public enhances its analysis.
Accordingly, it actively seeks input from outside parties to inform its work. For ex-
ample, in December 2013, a representative from the banking sector joined a public
meeting of the Council to discuss cybersecurity. In May, the Council hosted a public
conference on asset management to hear directly from industry representatives, aca-
demics, and other stakeholders on topics related to asset management. The Council
continues to work with State and foreign regulators in the course of its analysis on
nonbank financial companies. The Council continues to benefit from this type of en-
gagement with external stakeholders and expects to continue to be informed by out-
side experts on its work going forward.

Progress on Financial Regulatory Reform

The 2014 annual report discusses the significant progress that Council member
agencies, both individually and collectively, have made in implementing Dodd-Frank
Act reforms. As a result of the implementation of these reforms, consumers have
access to better information about financial products and are benefiting from new
protections. Financial markets and companies have become more resilient and
transparent, and regulators have become better equipped to monitor, mitigate, and
respond to threats to the financial system.

Over the past year, the regulators reached a number of key milestones in finan-
cial reform implementation, including:

o finalization of the Volcker Rule, bank capital rules, a supplementary leverage
ratio for the largest banks and bank holding companies, enhanced prudential
standards for the U.S. operations of large foreign banks, and the development
of clearing, trading, and registration requirements for certain swaps markets;

e proposed rulemakings on money market mutual fund (MMF) reform, risk reten-
tion for securitizations, and requirements for short-term liquidity coverage for
large banking organizations; and

e significant reductions in intraday credit exposures in the tri-party repo market
and significant progress on the strategy for financial institution resolution
under the orderly liquidation authority.

On a related note, there has been continued progress toward achieving an inter-
national minimum standard that would allow national authorities in the majority
of the world’s largest economies to wind down failing global banks without the use
of taxpayer money. We also anticipate progress on a framework for cross-border co-
operation in the future resolutions of global banks. Now let me provide greater de-
tail about the nine areas of focus covered in the report.

Areas of Focus of the Council’s 2014 Annual Report

Wholesale Funding Markets

The Council has highlighted run risks associated with MMFs and the tri-party
repo market since our first annual report in 2010. Regarding MMFs, in June 2013
the SEC proposed rules to reform the structure of MMFs in order to make them
less susceptible to runs. This proposal includes a number of the same principles and
concepts, such as requiring a floating NAV, that were part of the proposed rec-
ommendations for reform issued by the Council in November 2012. The Council rec-
ommends that the SEC move forward and adopt meaningful structural reforms de-
signed to address MMF run risk. The Council also recommends that its member
agencies examine the nature and impact of any structural reform of MMFs that the
SEC implements to determine whether the same or similar reforms are appropriate
for other cash-management vehicles.

In the tri-party repo market, there has been significant progress in reducing mar-
ket participants’ reliance on intraday credit from the clearing banks. The share of
tri-party repo volume funded intraday by the clearing banks fell from 92 percent
in December 2012 to under 20 percent in December 2013. Vulnerabilities to fire
sales remain, particularly with respect to borrowers, such as broker-dealers, that
rely heavily on these markets for financing. The Council acknowledges the work
that has been done in the past year to reduce the reliance on discretionary intraday
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credit, which is forecasted to be less than 10 percent by the end of 2014. Neverthe-
less, a default of a broker-dealer remains a key vulnerability that could lead to fire
sales of repo collateral, and may lead to the disruption of certain asset and financ-
ing markets. The Council recognizes that regulatory reforms implemented since the
crisis, such as increases in the amount of capital, liquidity, and margin changes for
U.S. broker-dealers, may help to mitigate the risk of default. However, the Council
advises all U.S. regulators of firms that rely on this market for funding to assess
whether additional steps must be taken to protect borrowers from funding runs.

Housing Finance Reform

The housing finance system continues to require significant reform to enhance fi-
nancial stability. The residential mortgage market relies heavily on Government
guarantees, while private mortgage activity remains muted. Increasing the presence
of private capital and reducing risk to taxpayers in housing finance remains a pri-
ority. Fannie Mae and Freddie Mac achieved their targets for risk-sharing trans-
actions and reductions in their mortgage investment portfolios. Member agencies
also made progress on the risk-retention rule, and infrastructure reforms such as
the development of the Common Securitization Platform are moving forward. The
annual report outlines the ongoing need for market participants, regulators, and
Congress to work together to create structural reforms that will help reduce uncer-
tainty in the housing finance market, provide access for creditworthy borrowers, and
protect taxpayers. In the past year, progress was made toward establishing a new
framework for housing policy, but ultimately Congress must pass legislation to
achieve comprehensive housing finance reform.

Operational Risks

Cybersecurity remains a top priority for the Council, as deliberate attempts to dis-
rupt institutions, markets, and commerce continue, as seen in the high-profile cyber-
attack on Target that resulted in the theft of bank card and customer information.
While companies and financial markets become more dependent on complex tech-
nologies and networks, the frequency, severity, and sophistication of such incidents
are likely to rise. The Council recommends that financial regulators continue their
efforts to assess cyber-related vulnerabilities facing their regulated entities and
identify gaps in oversight that need to be addressed. In addition, the Council recog-
nizes the importance of removing legal barriers to information sharing between pub-
lic and private sector partners to enhance overall awareness of cyber threats,
vulnerabilities, and attacks in a manner that continues to protect privacy and civil
liberties, including the passage of comprehensive cybersecurity legislation by Con-
gress.

Market continuity and confidence were also challenged this past year with an in-
crease in outages and failures resulting from technological and infrastructure
vulnerabilities. Some of these incidents led to the temporary suspension of trading.
Other incidents involved software failures that sent involuntary orders through
automated trading systems, leading to large losses. The vulnerabilities that are as-
sociated with such incidents may be heightened, particularly in fragmented mar-
kets, by high-frequency or low-latency automated trading activities. The Council rec-
ognizes that alternative trading venues and methods may present operational and
other risks by magnifying system-wide complexity. As such, the Council rec-
ommends that regulators focus not only on centrally traded products, but also on
a broader set of financial products and trading methods off exchanges.

Financial Innovation and Migration of Activity

The financial system is constantly evolving, with the development of new prod-
ucts, services, and business practices. These changes can provide a number of bene-
fits to the financial system, but they may also present new risks. While new prod-
ucts or services are often developed as a result of technological and competitive
forces, sometimes they are created to circumvent regulation. In other instances, the
migration of some activities may move a regulated activity outside of the regulatory
perimeter. The changing landscape of the post-financial crisis world has fostered
many innovations which should be monitored for the potential to create risks to fi-
nancial stability.

Reference Rates

Beginning in the second half of 2012, investigations uncovered multiple instances
of systematic false reporting and manipulation of widely used survey-based bench-
mark interest rates, such as LIBOR and EURIBOR, by reporting banks. More re-
cently, concerns have been raised about the integrity of certain foreign exchange
(FX) rate benchmarks. One important insight from the recent allegations in FX mar-
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kets is that transactions-based benchmarks can also be subject to manipulation and
adversely impact related markets.

While some progress has been made to find viable alternative interest-rate bench-
marks, more work is needed. The Council recommends U.S. regulators continue to
cooperate with foreign regulators and international bodies to identify alternative in-
terest rate benchmarks anchored in observable transactions and supported by ap-
propriate governance structures, and to assess market practices and benchmarks in
the FX markets. The Council also recommends development of a plan to implement
a smooth and orderly transition to any new benchmarks.

Resilience to Interest Rate Volatility

The prolonged period of low interest rates and low volatility has provided incen-
tives for investors and financial institutions to search for yield by extending the du-
ration of their portfolios, investing in lower-quality credit, increasing leverage, or
easing underwriting standards. Such strategies may increase short-term profits, but
at the risk of large losses in the event of a sudden yield curve steepening or a large
rise in rates.

Despite the relatively benign impact on financial stability of last year’s sharp rise
in interest rates, volatility remains a potential threat to financial stability. For this
reason the Council recommends that supervisors, regulators, and financial firm
management continue to monitor and assess the growing risks resulting from
search-for-yield behaviors as well as the potential risk of severe interest rate shocks.

Data Quality and Comprehensiveness

High quality and readily available access to financial data is critical for regu-
lators, supervisors, and financial firms, but access to comprehensive data is limited.
For example, regulators lack sufficient data to thoroughly analyze all repo markets,
and they are still unable to effectively monitor securities lending transactions and
the reinvestment of cash collateral. In addition, some regulators still face difficulties
in accessing data stored at swap data repositories. However, regulators have made
significant progress in addressing financial data gaps in recent years. They now col-
lect real-time data from various markets and institutions. There has also been
progress in improving the standardization of certain financial data, including the
legal entity identifier (LEI), which will help to identify parties to financial trans-
actions. The widespread adoption of LEI both domestically and globally, together
with the work to enhance the consistency and availability of swaps data reported
by swaps data repositories, would improve the ability of regulators to monitor
emerging risks in the financial system. The Council supports these efforts and rec-
ommends that member agencies and the OFR continue to work together to promote
high-quality data standards and fill data gaps where they exist.

Risk-taking Incentives of Large, Complex, Interconnected Financial Institutions

Historically, when large, complex, interconnected financial institutions became
distressed, official authorities often intervened to maintain financial stability. The
Dodd-Frank Act addresses the incentives and abilities of large, complex, inter-
connected financial institutions to engage in excessive risk-taking that could result
from implicit expectations of future official sector intervention. Financial regulatory
reforms have created much stronger financial institutions, with capital levels dou-
bling compared to pre-crisis levels, significantly reducing the likelihood of failure.
Reforms have also been designed to minimize the damage that any single firm’s fail-
ure would have on the broader financial system.

During 2013, the largest U.S. financial institutions continued to reduce their com-
plexity in some dimensions. Additionally, credit rating agency assessments of poten-
tial Government support to U.S. bank holding companies reflect declining expecta-
tions of the likelihood of Government support. However, rating agency opinions con-
tinue to explicitly factor in the possibility that the Government will provide support
to the largest banks if they become financially distressed. The full implementation
of the orderly liquidation authority, and the phasing in of enhanced prudential
standards in coming years, should help reduce remaining perceptions of Govern-
ment support for large, complex, interconnected financial institutions.

Foreign Markets Risks

In 2013, domestic market participants remained concerned about the adverse con-
sequences of financial developments abroad. However, the areas from which these
risks emanate have changed considerably. In previous years, stability in peripheral
Europe was a key area of concern for global financial markets. Over the past year,
economic and financial conditions in the euro area have stabilized. At the same
time, potential risks emanating from emerging markets have become more promi-
nent. Beginning in the late spring of 2013, emerging market economy exchange
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rates and asset prices became much more volatile, and economic growth subse-
quently slowed in some of these economies. The potential spillover effects on the
United States from emerging markets’ stresses appear limited, but a substantial
worsening of these stresses is a risk.

Conclusion

In summary, the Council plays a critical role in our financial regulatory system
by bringing together Federal and State financial regulators to identify potential
risks across the system and prevent problems from falling through the cracks. The
annual report is a reflection of the collaboration and collective judgment of these
officials. Its findings and recommendations are a critical statement that guides ac-
tion, promotes transparency, and creates accountability.

I strongly believe that the actions of the Council and its member agencies have
made the financial system more stable and less vulnerable to future economic and
financial stress. Still, the Council must continue to remain vigilant to new risks
while focusing on the risks highlighted in the annual report.

I want to thank the other members of the Council, as well as their staffs, for their
work over the last year, their efforts in preparing the 2014 annual report, and their
ongoing contributions to the important work of the Council. We look forward to
working with this Committee, and with Congress as a whole, to continue to make
progress in creating a more resilient and stable financial system.
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ADDITIONAL MATERIAL SUPPLIED FOR THE RECORD
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The Financial Stability Oversight Council {Council) was established by the Dodd-Frank Wall
Street Reform and Consumer Protection Act {Dodd-Frank Act) and is charged with three

primary purposes:

To identify risks to the financial stability of the United States that could arise from the
muaterial financial distress or failure, or ongoing activities, of large, interconnected bank
holding comparies or nonbank financial companies, or that could arise outside the

financial services marketplace,

2. To promote market discipline, by eliminating expectations on the part of sharcholders,

creditors, and counterparties of such companies that the U.S. government will shield
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rant to the Dodd-Frank Act, the Council consists of ten voting members and five
regulators, and an insurance expert appointed by the President.
The voting members are:

o the Secretary of the Treasury, who serves as the Chairperson of the Council

¢  the Chairman of the Board of Governors of the Federal Reserve Systeny;

®  the Comprroller of the Curre
®  the Director of the Bureau of Consumer Financial Protection;
& the Chairman of the Securities and E
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ion;

change Commi
¢ the Chairperson of the Federal Deposit Insurance Gorporation;

®  the Chairperson of the Commodity Futures Trading Commission;
e the Director of the Federal Housing Finance Ageney:

® the Chairman of the National Credit Union Administration; and

* anindependent member with insurance expertise who is appointed by the President
and confirmed by the Senate for a six

The nonvoting members, who serve in an advisory capacity, are:

*  the Director of the Qffice of Financial Research;
= the Director of the Federal Insirance Office;

toners;

®  astate insurance commissioner designated by the state insurance copmi

®  astate banking supervisor designated by the state banking supervisors; and

®  astate securities commissioner {or officer performing like functions) designated by
the state securities commissioners.

The state insurance commissioner, state banking supervisor, and state securities commissioner

SETVE LWO-year terms,

acial Stab

1y Oversight Counei
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Statutory Requirements for the Annual Report
Section H2@H2){N) of the Dodd-Frank Act requires that the annual report
addr

ss the following:

1. the activities of the Councily

it significant financial market and regulatery developiments, including
insurance and accounting regulations and standards, along with an
a

ssment of those developments on the stability of the financial

system;
potential emerging threats to the financial stability of the United

il
States;

v, all determinations made under Section 113 or Title VI, and the
basis for such determinations;

v all recommendations made under Section 119 and the result of such
recommendations; and

recommendations--

L toenhance the integrity, efficiency, copetitiveness, and stability
of United States linancial markets;

1. to promote market discipline; and

HL to maintain investor confidence,

Approval of the Annual Report
This annual report was approved unanimeously by the voting members of the

Council on May 7, 2014, indicated, data cited in this reportis

as of March 31, 2014,

Except as otherwis

Abbreviations for Federal Member Agencies of the Councii
ury {Treasury)

*  Department of the Tre:
*  Board of Governors of the Federal Reserve System {Federal Reserve)
*  Office of the Comptroller of the Currency (OCC)

+  Burcau of Consumer Financial Protection {CFPR)

on (SEC)
®  Federal Deposit Tnsurance Corporation (FDI
*  Commodity Futures Trading Commission {CFTC)
¢  Federal Housing Finance {FHFA)

= National Credit Union Administration (NCUA)Y

e Office of Financial Research (OFR)

»  Federal Insurance Office {(FIO)

®  Securities and Exchange Commis
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Speaker of the House
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Democraiic Leader
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The Honorable Joseph R. Biden, Jr.
President of the Senate
United States Ses

The Hounorable Harry Reid
Majority Leader
Uniited States Senate

The Honorable Mitch McCensell
Republican Leader
United States Senate

In accordance with Section TI2(OHE) of the Dodd-Frank Wall Street Reform and Consumer Protection
Act, for the reasons outlined in the annual report, { believe that additional actions, as described below,
should be taken to ensure financial stability and to mitigate systemic risk thag would negatively affect

the economy: the issues and recommendations set forth in the Cowncil’s avnual report should be fully

addressed: the Council should continue to build sponding

stems and proces:

s for monitoring and o

to emerging threats to the stability of the United States financial system, including those described in the

Council’s annual repory; the Council and its member agenct
administer, including those established by, and amended by, the Dodd-Frank Act, through eff

effective measure:

s and the Council and its member agencies should exercise their respec

s should continue to implement the laws they

ient and

ve authorities

for oversight of financial firms and markess so that the private sector employs sound financial risk

agagement practices to mitigate potential risks to the Gnancial stability of the United States.
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Over the past

yvear, the U.S, financial system continued to recover from the damage sustained during

the financial erisis

‘The regulatory reforms required by the Dodd-Frank Act and contemplated in The

Group of Twenty (G-20) agreerents moved meaningfully towards completion. Although significant

risks remain, financial markers, instivntions, and investor confidence showed resilience over the past

year anmid challenging market conditions, including a pertod of heightened volatility in fixed income
markets, concerr

ure Of e

about the U8, debt cetling, and pre ging markets (EMs),

The regulatory

community reached a mumber of key milestones in financial reform implementation,
including finalization of the Volcker Rule, bank capital rules, a supplementary leverage ratio for

the largest banks and bank holding companics (BHCs), enhanced pradential standards for the U.S.

operations of targe foreign banks, and the advent of clearing, wrading, and registration requirements

for swaps markets. Policy development continued with proposed rulemakings on money market fund

{MMEF} reform, visk retention for securitizazions, and requirements for short-term lquidity coverage for

s in

farge banking organizations. Alse, there have been significant reductions in intraday credit exposur

the tri-party repurchase agreement (repo) market and significant progress on the strategy for resolution
ed three nonbank

under the orderly liquidation awthority (OLA), In addition, the Council designa

financial companies for enhanced prudential standards and supervision by the Federal Reserve.

T what follows we swnmarize some of the key porential ennerging threats and reforms idemified by

we eall attention to

»

the Council that are further described in this ye annual report. In some

threats and reforms identified in previous reports,

Short-Term Whotesale Funding Markets

The influx of customer deposits it recent years h

as afforded bauks the opportunity to reduce their
dependence on short term wholesale funding. Although the usage of commercial paper (CP), repo, time

deposit, and other sources of wholesale funding fell this past vear, financial institutions without access

to custornet deposits and prohibited from using customer cash and securities for proprietary purposes,

Since the Council’s

such as broker-dealers, remain dependent on wholesale markets for funding.
insugural annual report nearly three years ago, the structural vulnerabilities of the wi-party repo

markets have been highlighted, This past year witnessed important progress in tri-party repo reform,

0 ha.

For example, through supe withority, the Federal Reser worked with the two clearing banks

tional of

and market participants to greatly improve oper iencies and controls in the management

and transfer of tri-party repo collateral. As a vesult, intraday credit exposure was reduced below the

10 percent goal for one clearing bank while the other is expected to have less than 10 percent of this
exposure by the end of 2014,

In addition, reform efforts continue for MMF5, with the SEC releasing a proposed rulemaking in June

2013, Currently, the SEC is assessing comment tetters and other data and information to determine

the best approach to prevent p
MM

for yun risk remains significant. Sirailarly, the possibility of tri-party vepo collateral fire sal

ible runs on MMFs in the event of a severe liquidity or credit shock to

such as oconrred during the financial orf ntil structural reforms are adopted, the potential

still poses

snificant risks for the financial sy

em. Policymake

s continue to examine ways to minintize potential
tri-party repo spillover effects if such five sales were to oceur.

Exgout

Summary
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Devetopments in Financial Products, Services, and Business Practices
The financial system is constantly evolving with the development of sew products, services, and business

practices. These changes can ocour for a variety of ve

asons, including improvements in technology, new

regulations, and competition, Finauncial evolution provides a number of benefits to the financial systen.

However, along with these benefits come new challenges o supervisors and regulators. New products or
services are sometimes developed to circumvent regulation. New practices may move a regulated activity
outside of the regulatory perimeter either by moving the activity offshore or by moving it from a heavi

regulated entity to an entity that is less regulated. It is important to be alert to the potential adverse effects

that may arise with these changes. This is pardcularly relevant in the current environment, because the

changing financial landscape of the post-crisis world has fostered many developments in financial products,

SETV

ces, and business practices.

Risk-Taking incentives of Large, Complex, interconnected Financiaf institutions
Historically, when large, complex, interconnected financial institutions became distressed, offictal authorities
often intervened to maintain financial stability. Past support can engender expectations of futnre support,

and such expectations provide incentives for further increases in size, interconnectedness, and complexity,
They also can lead market participants to discount risk, giving these institutions incentives to take on
. The Dodd-Frank Act addre:

complex, interconnected Hnancial institutions to engage in excess

excessive ris

es and attempts to mitigate the incentives and abilities of large,

ve risk-taking.

During 2013, the larg
interconnectedness in some dime

st ULS, financial instivutions continned o reduce their complexity as well as their

ments of the

sions. Additonally, rating agencies lowered their asse
tikelihood of government support. However, credit rating agency opinions continue to explicitly factor in the

possibility that the government will provide support 1o the larg

st banks if they become financially distressed.
The full implementation of the OLA, and the phasing in of enhanced prudental standaxrds in coming

years, should help reduce remaining perceptions of government support for large, complex, interconnected
financial institutions,

Reforms of Reference Rates

Teginning in the second half of 2012, investigations reported multiple instances of systematic false reporting
and manipulation of widely used survey based benchmark interest rates, such as the London Interbank
Offered Rate (LIBOR) and Euro Interbank Offered Rate (EURIBOR) by reporting banks. Since the
Council's 2013 annual report, additional financial instirutions have been linked to manipulative activity.
Financial firms have paid fines wnd penalties in oxcess of $6 billion globally 1o seitle charges related to
benchmark interest rates,

More recently, concerns have been raised about the integrity of certain foreign exchange (FXJ rate
henchmarks. One important observation from the recent allegatons in FX markets is that transactions-based
benchmarks can also be subject to improper behavior that distorts the benchmarks and adversely impacts
refated markets, highlighting the need for stronger governance and oversight. These revelations erode public

confidence in benchmark interest rates and introduce potential risks to financial stability. Coneerns about
manipulation in a range of markets show that a sigaificant conflict of interest can exist hetween the private

individuals and firms operating in thes,

> markets and the need for fair benchmarks to promote financial

stability and efficient market functioning. The international community continues to move to reform the

governance process for financial benchmarks and enhance the utegrity of related markets,

F01d FSQOC !/ Anwwal Report
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Financial Systemn Vulnerability to Interest Rate Volatility
The prolonged period of low interest rates has led investors to exiend maturities, purchase lower quality

credit, and increase leverage in a search for result, highe

ielding

rategies have experienced
substantial inflows of funds. Finar

tal instivutions also have responded 1o the low interest rare environment.
Banks have eased loan underwriting standards, while insurance corpanies and MMFs have moderately

increased the duration of their portfolios, Although interest rates have rvisen from historic lows, rates could
s

ged, a sharp increase in intervest rates conld

rise further and impose losges for the holders of fixed fncome

ssets, Additionally, since the majority

leveraged lending is floating rate and borrowers are highly levera

increase the risk of default of these borrowers and impose costs on their lenders. Of course, a continued low

rate environment also has risks. It continues to weigh on earnings of banks, insurance companies, pension
funds, and retirement funds. putting farther pressure on them to pursue riskier investments in order 1o meet

their targeted returns,

Operational Risks
Market continuity and confidence were challenged this past year with an increase in ontages and failures

resulting from technological and infrastructure vulnerabilities. Some of these incidents, as in the case

of the NASDAQ securities information proo

o putage which led to the suspension of trading, resulted
mainly from harvdware and network connectivity problems, Other incidents involved software failures that
sent tnvoluntary orders through automated trading systems, leading to large losses on trades that were never
intended to occur. Deliberate attermpts to disvupt institations, markets, or commerce also occurred, as in the

recent high-profile cyber-attack on Target that resulted in the theft of bank card and customer information,

As tnterconnected firms and financial markets become more dependent on complex technologies and
networks, the frequency, severity, and sophistication of such incidents are likely to rise.

Foreign Markets Risks
1nn 2013, domestic market participants remained concerned about the adverse consequences of financial
developments abroad. However, the areas from which these risks emanate have changed considerably. In

previous years, euro area stability was a key area of concern for global financial markets. Over the past year,
economic and financial conditions in the euro area have stabilized. At the same time, EMs have become a
focus of concern, Beginning in the late spring of 2013, emerging market economy (EME) exchange rates
The

appear limited, but a substantial

and asset prices became much more volatile, and economic growth subsequently slowed in some EMEs
s of EME stre

potential spillover effects to the United States of current lew
worsening of EME stress is a risk.

Data Gaps and Data Quality

High quality and readily available acc

o financial data is eritical for regulators, supervisors, and the

financial services industry. Access and comprehensiveness of dara is limited and gaps exist. For example,

vegulators fack sufficient data to thoroughly analyze all repo markets. They ave still unable 1o effectively

monitor securities lending transactions and the reinvestment of cash collateral. In addition, some regulators

still face difficulties in ac ng data stored at swap data repositories (SDRs). However, regudators have made

significant progress in addressing financial data gaps in recent years. They now collect veal-time data from
various markets and institutions. There has also been progress in rolling out the legal entity identifier (LED
to identity parties to financial transactions as well as in the creation of SDRs or security-based swap data
repositories (SBSDRs). The widespread adoption of LEI both domestically and globally, together with the
work to enhance the consistency and availability of swa

ps data reported by swaps data vrepositories, would
improve the ability of regulators w monitor emerging risks in the financial system.

Exenutive Summary
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Housing Finance Reform

Conditions in the housing and housing finance marks

howed signs of improvement in 2018, although
challenges remain. House prices nationally experienced strong increases in the beginning of the year
with recent levels rising more moderately. Home purchasing levels rose modestly, while foan performance

also improved as fewer borrowers felt behind on their mortgages or missed their monthly payments. Amid
these improving market conditions, home equity lending also rose. The governmentsponsored enterprises

{GSEs) still provide the majority of financing for borrowers, though they continue to reduce their mortgage

investment portfolios. In order to attract more private capital, the GSEs completed risk sharing transactions

associated with $75 billion in mort

ages. Additionally, the GSEs worked to create significant infrastructure

improvements to support the securitization market. Legislative reform efforts also have continued with

legistation under consideration in the Senate and the Hous

2004 FEOC /) Annval Report
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31 Reforms to Address Structural Vuinerabilities

311 Reforms of Wholesale Funding Markets

Ty Repn
I its 2018 annual report, the Gouncll highlighted three vulnerabilities in the wiparty repo market

e Heavy reliance by market participants on intraday credit extensions from the clearing banks,

®  Weakness in the credit and liquidity risk management practices of many market partic

@ Lack of a mechanism to ensure that tri-party repo investors do not conduct disorderty,

uncoordinated sales of their collateral immediately following a broker-dealer’s defant.

Siguificant progr ants’ reliance on

ss has been made over the past year in reducing market partic

intraday credit from the clearing banks. The share of volume funded intraday by the clearing banks

fell from 92 percent in Deceraber 2012 to under 20 percent in December 2018, and is projected to fall
ent by December 2014, Boih
that require much less intvaday credit

helow the Tri-Party Repo Infrastructure Reform Task Fore

cleaving banks ha

re-engineered the settlement process in we
extension and have increa

ed the price of credit they still provide. Market participants now face stronger

ncentives to manage their risk prudently; many dealers have extended the weighted-average maturity of

their tri-party vepo funding thevehy sharply reducing their rollover risk exposure.

General Collateral Finance (GCF) repo activity, which setiles on the tri-party repo platform, is still
relatively reliant on clearing bank intraday credit 1o facilitate settlement. Improving the resiliency
of GCF repo setdement is a key focus of industry reform for 2044, The Council urges that market

participants work to extend improvements in the tri-party repo settlement process to GCF repo

settlement as soon as possible.

The risk of fire sales of collateral by creditors of a defanlted broker-dealer, many of whom may

themselves be vadnerable 1o rung in a stress

event, remains an important financt

1stability concern given

the des

abilizing effect such sales may have on markets and their potential to transmit visl
range of pardcipants. The Council recognizes that regulatory reforms implemented sirce the crisis
stcht as increases in the amount of capital, liquidity, and margin changes for U.S. broker-

fealers, may
help to mitigate the risk of default. However, the Council advises all U.S, regulators of firms that rely

on this market for funding to assess
tri-party 1 X
The Council also urges coordination between market participants and financial regulators to address
the visk of post-def

whether additional steps may need to be taken to further iner

o

po borrowers’ protectior

inst funding runs in the broader context of ligquidity regulation.

andt five sales of assets by trisparty repo Investors,

Arnuat Report Recommandations
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T

AEDATENTY
The Council recognizes that while activity has become more transparent in some areas of the wholesale

funding markets, such as GCF repo and tri-party repo, improvements are needed in other segments of the
market, notably bitateral repo and securities tending. Regulators and policymakers will have a growing need
for information as they attempt to monitor and assess how regulatory reforms are affecting wholesale funding
market functioning and how risks evolve in these markets. The Council recommends that all member

agencies continue to collaborate with the OFR 1o improve transparency in this area of the financial s

Money Markel Funiis
in June 2013, the SEC proposed rules to reform the structure of MMFs in order 1o make therm less susceptible

to runs, The SEC's proposal includes two principal changes that could be adopted alone or in combination.
One alternative would require a floating net asset value (NAV) for prime instinuional MMFs, The other
alternative would allow the use of liquidity fees and redemption gates in times of stress. The proposal also
includes additional diversification, disclosure, and stress testing measures that would apply under’either
the SEC in 2010
among other things, instituting

alternative, The SEC's proposed reforms would supplement the MMF reforms adopted

that were designed to improve the risk-limiting conditions on MMFs by
minimum liquidity requirements, reducing MMFs” welghted-average maturities, and enhancing the credit
quality of holdings.

Tn November 2012, the Council, nnder Section 120 of the Dodd-Frank Act, issued a proposed
recommendation that the SEC implement structural reforms to mitigate the valnerability of MMFs o runs.
V; (2)
of roughly 3 percent of a

That proposed recommendation included three alternatives for public consideration: (1) a floating
astable NAV with a N/

WV buffer of up to 1 percent and a minimum balance at ris
shareholder’s account value; and {3) a stable NAV with a 3 percent NAV budfer in addition to other measures,
including more stringent diversitication, liquidity, and disclosure requirements.

When making the proposed recommendation, the Council stated and reiterates today that the SEC, by virtue
of its institutional expertise and statutory authority, is best positioned to implement reforms to address the

risk that MMFs present to the economy. The Council does not expect that it would issue a final Section 120
MFs. The

Council understands the SEC is currently in the process of veviewing public comments on its proposed

recommendation to the SEC, if the SEC moves forward with meaningful structural veforms of

reforms, and the Council recommends that the SEC move forward and adopt structural reforms designed to
address MMF run risk,

The Council recommends that its member agencies examine the nature and impact of any structural reform

of MM¥s that the SEC implements 1o determine whether the same or stmilar reforms are appropriate for
other cash-management vehicles, including non-Rule 2a-7 MMFs. Such an examination would provide for

consistency of regulation while also decreasing the possibility of the movement of assets to vehicles that are

susceptible to large-scale runs or otherwise pose a threat to financial stability,

312 Housing Finance Reform
In the past year, there were signs of considerable improvement in the residential housing market, Horme

prices increased, delingquency rates declined, and home sales strengthened. However, the housing finance
system remains highly reliant on federal government support, with nearly 80 percent of newly originated

mortgages in 2018 carrying some form of government backing, The development and implementation of

broad reforms for the housing finunce system that fosters the involvermnent of more private capiral is eritical.

Congress is actively debating the issue. The House Financial Services Committee approved legislation in July

2013, and members of the Committee have released additional proposals for consideration. In the Senate,
members of the Senate Banking Committee introduced legislation in June 2013; and leadership of the

2814 £SCC /7 Annwal Report
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Committee released a draft proposal in March 2014, which builds upon the earlier legislation. The Council
recomwmends that the Treasury, U.S, Department of Housing and Urban Development (HUD), and FHFA
continue to work with Congress and other stakeholders to develop and implement a broad plan to reform

the housing finance system. These efforts, along with some of those described below, should help w reduce

uncertainty in the housing finance market, provide access for creditworthy borrowers, and protect taxpayers.

aticns and 2014 Goals

Since the Council’s 2013 annual report, member agencies have advanced reform in many ways, including:

¢ The GSE :
investinent portfolios in 2013, The GSEs engaged in multiple types of risk-sharing transactions

haring transactions and reductions in their mortg

hieved FHFA's targess for v

associated with $75 bitlion in mortgages. In addition, the GSEs met the target of disposing of 5 percent

of the less-liquid portion of their morigage investment portfolios, while meeting the overall goal of 15

percent reduction.

e Member agencies made progress on finalizing the visk-retention rule, required by the Dodd-Frank Act,
by reviewing and inviting comments on a revised proposal in August 2018,

°  FHFA and the GSEs continued to make progress on the development of a Common Securitivation
Platform (C8P). These efforss inchuded analyzing functions, testing capabilities, and establishing an

operating structure.

Notwithstanding the above, further progress needs to be made in 2014, Oudined betow are steps Council
members plan to take in 2014 in order to help meet the Council's howsing finance goals.

14, FHEA plans to continue encouraging the development of visk-sharing transactions in terms of

size, depth, and types of transactions. In addition, FHFA plans to continue efforts to reduce the size of the
GS ets. The Council recommends that FHFA
continue these efforts in order to help bring more private capital back into mortgage finance.

retained investment portfolios with a focus on less-liquid

o Private Morlgage Market Activity
anteed mortgage

FAGHRRLRY O

ance remains « compared to histor)

ignificantly depre:

New issue nonguar

averages. A significant amount of work remainy to foster increased Jevels of private activity in the movigage
finance market, To help facilitate this, the Coundil recommends that the relevant agencies continue their
work to finalize the riskeretention rule, including the qualified residential mortgage (QRM) definition. More
cs that became

broadly, FHFA, Treasury, HUD, CFPB, and Congress must continue 1o address the weakn

evident in the recent housing crisis by promoting the development of standards and best practices in the
mortgage marker. While some testing of different approaches to betrer clarify representations and warrantics,
enforcement mechanisms, and other terms has begun, the Council recommends continuing collaboration

and standardization among market participants and regulators in these areas.

Buil o infrastruche

The GSEs have made progress toward developing and improving infr,

astructure through the CSP and
stablished a
. LLC, which will own the CSP and related busines

standardization in various aspects of the mortgage finance market, In October, the GSEs

uritization Solutions and

Jointventure, Common §

operational functions. In 2014, FHFA plans 1o coraplete the scoping of the CSP's functional requirements
and develop GSE/CSP integration plans. The Council recommends FHFA continue to explore changes to the

GSEs” operations thar would lead 10 a more efficient and sustainable movigage market.

Annual Repert Recommendations
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313 Reforms Relating fo Reference Rates
o its 2013 annuat report, the Council recommended international cooperation for the development of high-

leved principles for inancial benchmark governance, controls, data sufficiency, and oversight, The Council

also recommended U.S, regulators cooperate with foreign regulators, international bodies, and market

participants to promptly identify alternative interest rate benchmarks anchored in observable transactions
and supported by appropriate governance structures, and to develop a plan to accomplish a transition o new
benchmarks while such alternative benchmarks were being identified. While some progress has been made,

more work is needed to achieve these recommendations.

In addition o achieving the aforementioned efforts, the Council recommends that U.S. regulators continue

to cooperate with foreign regulators and official sector bodies in their assessment of market practices and

benchmarks in the FX markets. The Council also recommends that U.S. agencies consider the International

Organization of Securities Commissions (IO8CO) principles into their ongoing assessment of financial
benchmarks in the United States. Finally, the Council recommends development of a plan to implement a

smooth and orderly transition to any new benchmay]
3.2 Heightened Risk Management and Supervisory Attention

321 Developments in Financial Products, Services, and Business Practices
In recent years, the financial system has undergone significant changes resulting from technelogy,
competitive forces, and new regulations. While such changes and advancements can create significant

> in new forms and venues. The Council recommends that

benefits, unforeseeable risks can potentially ar

cions for financia

members and member agencies remain attentive to the potential implica stability that may
arise from developments in financial products, business practices, and migration of activities in the

financial system.

Specifically in the case of nonbank moertgage servicing companies, a large amonnt of mortgage servicing
rights (M8Rs) have been sold to nonbank mortgage servicing companies in recent years. These companies are
subject to regulation by the CFPB under federal consumer financial laws and are important counterparties

to the GSEs. Prudential standards at the state level consist of bondi

g and net worth requirements. The

Council recommends that, in addition to continued monitoring, state regulators work together to collaborate
on prudental and corporate governance standards to strengthen these companies, in collaboration with the
CFPB and FITFA, as may be deemed appropriate.

3.2.2  Capital, Liguidity, and Resolution

v planning at U.S. financial institutions.
gest ULS. BHCs
ses 1o enable banking firms

have sufficient capital and rigorous forward-ooking capital planuning proc

o continue operations thronghont periods of severe stress. NCUA recently finalized a stress testing and

capital planning requirement for credit unions over $10 billion in assets. The Federal Reserve recently
finalized enhanced prudential standards, including enhanced capital and Hquidity standards, for the largest
domestic BHCs and foreign banking organizations (FBOs) with a U.S. banking presence. In July 2013, the
federal banking agencies finalized regulatory capital rules that implement Basel HI reforms. The Council

recommends that the agencies continue to promote forward-looking capital and liquidity planning at la

BHCs, U.S. operations of FBOs, and other depositories,
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While many different forms of funding are an integral part of the traditional banking model, firms should

diversify their funding base and place prudent limits on the volume of creditsensitive, short-term liabilities.

On Hquidity risk management, the Council recommends that super s and private sector risk managers

closely monitor the risks inherent in short-term funding of longer-term assets, In 2013, the federal banking
agencies proposed a liquidity coverage ratio (LCR) that would sirengthen the liquidity position of large

banking firms. The Council recommends that the agencies

continue to work expeditiously to finalize the
LOR and continue work on potential quantitative rules that would address longer-term liquidity needs for

banking organizations.

ation Planning

Resolution plans and the OLA, in conjunction with enhanced prudential standards, are critical elements of
Dodd-Frank Act reforin. Effective resolution planning for the largest financial institntions is an important
ool to addre

ss the operational and legal complexity of thes

firms on an ongoing basis, All BHCs with total

consolidated assets of $50 billion or more and nonbank financial companies designated by the Council for

ubmit resolution

supervision by the Federal Reserve are required to develop, maintain, and periodically
plans that would facilitate these entities” resolution under the Bankruptey Code. If the Federal Reserve and
the FDIC jointly determine that a resolution plan is not credible or would not facilitate an orderly resolution
under the Bankruptey Code, then the company must resubmit the plan with revisions, If the company fails te
resubmit a credible plan that would result in an orderly resolution under the Bankruptey Code, the Federal

Reserve and the FDIC may jointly impose more stringent capital, leverage, or Hguidity requirements; growth,

activities, or operations restrictions; and, after two years and in consultation with the Council,
divestiture requirements.

In 2013, 11 financi

the second submi

institutions, including those with nonbank assets greater than $250 billion, submitted
on of their resolution plans, including information responding to guidance provided

to the firms by the Federal Reserve and FDIC, Also in 2013, 120 additional firms submitted their initial
resolution plans. The Federal Reserve and FDIC are reviewing and analyzing all submissions received during
the year. The Council recommends that the Federal Reserve and FDIC continue to implement their authority
in a manner that foster;

s sound resolution planning and better prepares firms and authorities for a rapid and
orderly resohation under the Bankrupiey Code.

The United States has been working diligently 1o develop the capabilities needed for an orderly resolution
of a global systemically important financial institution (G-SIF1) using the OLA provided in the Dodd-Frank
Act. The FDIC issued a Federal Regisier notice for comment on the single point of entry (SPOE) strategy.
An important part of this effort has involved working with foreign counterparts to establish a framework for
effective cross-border cooperation in the event a G-SIFI requires resolution. The Council recommends that
the FIXC and Federal Reserve continme to work with international counterparts 1o identily and addr

S

of mutual concern as the FDIC develops surategies fov the orderly resolution of G-SI¥ls,

3.23  Risk of Increased Interest Rate Volatility

5, Br Dealers, and Bank Helding Co

While financial markets experienced a significant ris

¢ in interest rates this past year, the overall levels of rates
remain quite low by historical standards. The extension of the low interest rate period continued to weigh

on earnings of banks, credit unions, and broker-dealers, further incentivi behavior such as

ets and easing lending standards. Duration extension and increased credit risk

ing risk-seekir

extending the duration of a

taking may increase short-term profits, but at the risk of potentially farge losses in the event of a sudden yvield

curve steepening, a large rise in rates, or a significant widening of credit spreads, The Council recommends
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that supervisors, regulators, and Hrm management continue to monitor and assess the growing risks resulting

from the continued search-for-yield behaviors as well as the risks from potential severe intevest rate shocks.

HES

snce Companies
Despite a significant rise in longer-ferm interest rates this past year, the insurance industry continued to
report investment margins that were below historic averages. If historically low interest rates persist, insurance

ficient to meet the cash flow

companies could face a challenge generating investment returns that ar

demands of liabilities

Some insurers have extended portfolio durations or invested in lower credit quality

fixed income assets, or both. Some have also increased investments in commercial mortgage loans, equity

al estate, and alternative ass

s such as private equity funds and hedge funds, all of which are generally less
tequid than investment-grade fixed-income tnvestments, Moverent into longer-duration, lower-quality, and

tess Haguid assets increases the vulnerability of insurers to surges in interest rates, Life insurers, which typically

have investments in longer-duration fixed-income assets that ave held to maturity to match long-ail Habilitie

are vulnerable to interest rate volatility if they have to sell such assets prior to maturity to meet liability cash

flow dernands. The Council recommends that FIO and state insurance regulators continue to monitor and

assess interest rate risk resulting from severe interest rate shocks.

3.24  QOperational Risk

Cybers
The vulnerabilities posed by cro;

tor dependenci

s and interconnected systems across firms, markets,

rity,

and service providers can lead to significant cybersecurity risks, These risks could impact economic sec

demanding a coordinated and collaborative government-wide commitment and partnership with the private

sector o promote infrastructure security and resitience.

The Council recommends that the Treasury continue to work with regulators, other appropriate government

agencies, and private sector financial entities 1o develop the ability to leverage insights from across the

government and other sources to inform oversight of the financial sector and 1o assist institutions, market
wtilities, and service providers that may be targeted by eyber incidents. The Council recommends that
regulators continue to undertake awareness initiatives to inform institutions, market viilities, service
providers, and other key stakeholders of the risks associated with cyber incidents, and assess the extent to
which regulated entides are using applicable existing regulatory requirements and non-regulatery principles,
including the National Institute of Standards and Technology (NIST) Cybersecurity Framework.

The Council recommends that fivancial regulators continue their efforts (o assess cyber-related

vulnerabilities facing their regulated entities and identify gaps in oversight that need to be addressed. The

Council also recognizes the overarching contribution the private sector makes to infrastructure cybersecurity

and urges continued expansion of this work to engage institutions of alt sizes and their service providers.

The Council recommends that the Finance and Banking Information Infrastructure Committee, financial

institutions, and financial sector co communication

ordinating bodie

establish, update, and test their erisi
protoeols to account for cyber incidents and enable coordination, and with international regulators where
and share information,

warranted, to 2

In addition, the Council recognizes the importance of removing legal barriers to information sharing
between public and private sector pariners to enhance overall awareness of cyber threats, vulnerabilities, and
attacks, including through Congress’ passage of comprehensive cybersecurity tegistation.
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and Market Continully

Operational visk includes the risk of malfunctions in the technology of automated markets. While such
malfunctions can have varying degrees of market impact, they can potentially erode market confidence and
affect the strength and resilience of the financial system. In the past year, there were several disruptions

in market infrastructure systems that are designed to facilitate the transmission of data and support other
automated trading systetus.

During 2013, regulators took various approaches to continue to address infrastructure and automated-

trading system vulnerabilities. The Council notes thag, although most of the concerns raised relate to

acti S

occurring on public and centralized exchanges and venues, such techuology issues can have similar

ramifications

in other markets, each of which rely on automated systems. The Council also recognizes that
alternative trading venues and methods may present operational and other risks by magnifying system-wide
complexity. These vulnerabilities may be heightened, particularly in fragmented markets, by high frequency

or low latency automated trading ac

vities. As such, regulators should focus not only on centrally-traded
products, but also on a broader set of financial produets and trading methods thar trade off exchanges.

3.25 Data Quality and Comprehensiveness
Data standards arc critical because they facilitate the sharing, exchange, comparison, and aggregation of

data for analysis and risk management, and because they reduce costs. Standards are particularly important

o assure quality in data collections. Data should be precisely defined and appropriately stored and protected.
Also, domestic and cross-horder exchange of supervisory data among supervisors, regulators, and financial
stability authorities should be facilitated in a manner that safeguards the confidentiality and privacy of such

information. The Council recommends that regulators and market participants continue to work together to

improve the quality and comprehensiveness of financial data in the United States as well as global

The LELs a valuable tool to precisely identify the parties to particular financial transactions, which is
essential for effective counterparty risk management and related purposes. The Council recommends that
members and menber agencies continue o evaluate the use of the LEY and promote, where appropriate,
its use in reporting requirements and rulemakings. The Council notes that several of its member agencies
actively participate in the global Regulatory Oversight Council, which currently governs the LEI initintive.

The development of finandal product identifiers, such as the unique morigage identifier (UMI) is another
important step in improving the quality of financial data. The Council recommends that this important

work continues.

s SDRs and SBSDRs. It
by regulato

For derivatives markets, swaps must now be reported to new entities known 2

is important that these data be sulficiently standardized for effective anal and with

appropriate aggregation and protection for public dissemination. In addition, regulators’ access to these data

remains a challenge both in the United States and globally, The Council recommends that members and

member agencies work with fnternational regulators to promote high standards in derivatives data reporting

and recommends that impediments to U.S. authorities” aceess to data stored at repositories be resolved.

Addressing data gaps also is critical. While regulators have hroadened the scope of data they collect since

the crisis, significant gaps remain. Spedifically, with vespect to the repo and securitie

s lending markets,
member agencies still do not have complete data encorpassing these markets, The Council recommends that
members, member agencies and the OFR continue 1o work together to fill these data gaps. Also, following on
the OFR’s study on Asset Managersent and Financial Stability, which was prepared at the Council’s request,
the Council recommends that member agencies and the OFR discuss additional sources of data for that
industry, particularly with respect to the management of separate accounts.
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41 U.S. Economic Activity

411  Real Gross Domestic Product
onomic growth picked up somewhat in

2013, with real gross domestic product (GDP)
expanding an estimated 2.6 percent following

@ gain of € percent in 2012 {Chart 4.1.1). Some
of this modest acceleration owes to factors likely
to be temporary, such as an increased pace of
inventory investraent. More persistent sources
of final demand strengthened in the second
half of the year, Consumer spending stepped

up modestly, reflecting improving labor market
conditions and rising equity and house prices.
In contrast, changes in federal fiscal policy had
a dampening effect on de

nand: the expiration

of the temporary payroll tax cut and income tax

increases for high-income households limited

able

consumer spending, together with s
reductions in federal government purchases,
particularly for defense, weighed negatively on
domestic demuand, Additionally, by mid-vear the
on-going vecovery in the housing market slowed

in response to a rise in mortgage rates.

Consamy
Real personal consumption expenditures

increased at a moderate pace of 2.33 percent
in 2013, supported by improvements in

fabor market conditions,

continued growth
in household net worth, improvements

in credit availability, and more optimistic
levels of conmumer sentiment {Chart 4,124
Nevertheless, consumer sentitoent remains

below pre-crisis norms, labor under-utilization

continues 1o be elevated, and credit availability

remains Hmited for many households with
constrained financial resources or credit

history. Growth in real disposable income was

modest in 2013, in part reflecting the vise in
payroll and tncome taxes at the start of the vear,

Housing activit

continued to step up through

the first three quarters of 2013, supported by
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4.1.4 Net Change in Nonfarm Payroll Employment
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improving labor market conditions, pent-up
demand from depressed household formation
rates during the recession, and historically Iow

mortgage rates. Between June and August,
mortgage rates rose about 1 percentage point
and remained near this level for the rest of
2013, Following this increase, housing staris
{Chart 4.1.3) and sales of new and existing
homes all turned down in the fourth quarter,
although some of this may be due to adverse
weather conditions towards the end of the year.
¥or the year, housing demand was still tikely
restrained by more conservative underwriting
standards, especially for individuals with lower
credit scores {see Section 5.1.4).

il Investiment

Real business fixed investment rose moderately
in 2013, Growth in business investment was
stronger in the second half of 2018 than in

the first half, supported by the acceleration in
business output and general economic activity,
and with earlier uncertaintes avound the

debt ceiling having faded (see Box A). Also,
supportive of business investment for the year
were favorable corporate financial conditions,
with high profirability, historically low interest
rates on corporate bonds, and improving
financial terms for business loans. However,
high vacancy rates and relatively tight financing
for building investment continue to weigh on
business investment in new stractures.

Governmaent Purchases

The contraction in real government purchases
at the federal Tevel more than offset the small
gains in purchases at the state and local levels.
Real local and state government purchases
edged up slightly over the year, after declining
sharply tn 2010 and 2011 and flattening out in
2012, mainly owing to improving budgeiary
conditions driven by increases in tax revenues,
Real federal government purchases fell ata rate
of 6 percent over the year, after decreasing 2

percent in 2012, with large declines in defense

and nondefense spending reflecting the budget
caps, the sequestration, and the ongoing
drawdown in overseas military eperations.
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i s ang Exports
imparts and Bxports 417 Long-Term Unemployment
Real exports of goods and services strengthened

in 2013, boosted by improving foreign GDP Peﬁrgem As OF Mar-2014 Pem:g(
growth in the second half of the year and by g o
strong sales of petroleum producis—associated 40 40
with the boom in U.S, oil production—and
of agricultaral goods. Imports increased for 30 30
the year as well, consistent with the pickup in
domestic aggregate demand. Altogether, net = ®
exports made a small but positive contribution 0 0
o real GDP growth in 2013,
a

41,2 The Labor Market 1982 1987 1962 1497 2002 2007 2012
The labor market continued to improve in 2013, ag:gﬁiﬁi‘cs C‘:;‘:,\;{g;g,ﬂm&zsr‘;‘;‘é‘gwigg;’fi";:j‘;f:'
although itis far from having fully normalized.
Nonfarm payroll employment increased at an
average monthly rate of 194,250 jobs in 2013
{Chart 4.1.4), similar to the pace over the N N N
previous two years. The private sector added 421 Debt 1o Assets for Nonfinancial Gorparations
on average 197,000 jobs per month, while Percent As OF: 2013 Q4 Parcant
government payrolls dropped at an average rate o : »
of 3,600 per month.

26
These job gains helped reduce the
unemployment rate from 7.9 percent at the 24
end of 2012 to 6.7 percent in December 2013
{Chart 4.1.5). Nonetheless, the unemployment P
rate remains elevated, Additonally, labor
force participation has continued to fall, 20 : 20
dropping another 0.6 percentage points since 20 2003 2006 2008 2012
the end of 2012 and bringing the decline since Source: Fiow of Funds, )
the beginning of 2008 1o just fess than 3,25 Haver Analyios Note: Gray bars signity NBER receasions.
percentage points (Chart 4.1.6).
In December 2013, 38 percent of unemployed
workers had been out of work for more than six 4.2.2 Bank Business Lending Standards and Demand
months (Chart 4.1.7). Much of the declining Percent As OF Jan-2014 Percent
trend in the labor foree participation rate 100 e 100

. . Heporting Stronger

may be due to ongoing demographic changes  Demand from Large and
related to the retirement of the baby boomers. 50  Medium-Sized Firms 50
However, some may also be due to cyclical
factors, such as discouraged job seekers leaving 0 a
the work force.

-50 -50
The high rate of unemployment in the current
economic expansion has vaised concerns that ]
the natural rate of uneruployraent may have '7002000 2002 2004 2008 ZOOG“ 2010 2012 2014'1
visen over the past few vears in the United Source: SLOOS,
States. However, the continued decline in the Haver Analytics Note: Gray bars signify NBER recessions.
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4.2.3 Nonfinancial Corporate Bond Default Rate
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rate of unemployment suggests the natural
rate may be normalizing. Wage growth for
those employed remains subdued by historical
standards.

4.2 Nonfinancial Balance Sheets

4.21  Nonfinancial Corporate Sector

In 2013, corporate balance sheets remained
strong as profits grew. Continued growth in
sarnings supported further rises in the share
prices of nonfinancial corporations and allowed
them to hoost capital (see Section 5.1.3).

Improved credit quality and corporate profits,
as well as the low level of interest rates and
declining spreads on corporate debt, supported
substantial gross borrowing in corporate hond
markets by nonfinancial firms {Chart 4.2.1).
Refinancing accounted for a record share and
volume of corporate leveraged loans, more than
doubling to $682 billion in 2013 from $283
billion in 2012, Total cutstanding bank and
nonbank loans to the nonfinancial corporate
sector increased modestly in 2013, Commercial
and industrial (C&1) loans funded by banks
continued to rise. Bank respondents to the
Federal Reserve’s Senior Loan Officer Opinion
Survey on Bank Lending Practices (SLOOS)
reported stronger demand for C&T loans by

large and medivm-sized firms for twelve of the

tast seventeen quarters as well as some easing of
underwriting standards for sixteen of the last

seventeen quarters (Chart 4.2.2),

Available indicators of corporate eredit
quality point to continued improvement. The
default rate on nenfinancial corporate bonds
continued to decline in 2013 (Chart 4.2.%), as
did delinquency rates on C&T loans

{Chart 4.2.4).

4.2.2  Noncorporate Business Sector
Compared to conditions in the corporate
sector, financial conditious in the noncorporate
business sector have improved at a slower

pace. This sector, composed primarily of small
businesses, accounts for slightly less than
one-third of total nonfinancial business debt



outstanding. However, since small busine

generally have access 1o a narrower range
of financing options than corporations, the

majority of small business debt is composed of

bank loans, Therefore, developments in the

noncorporate business sector affect the healih

of many banks' balance sheets, especially for

smaller banks.

Real estate represents the majority of assets

owned by noncorporate businesses (Chart
4.2.5). The declinc in real estate collateral

vatues since the beginning of the financial ¢
has hampered noncorporate borrowers” ability
to borrow from banks, However, there are signs
that credit conditions are gradually inproving,
supported by rising real estate values and
improving husiness conditions. Net borrowing

by nonfinancial noncorporate businesses
which had dropped dramatically through 2010,
was slightly positive for most of 2013 except
immediately following the federal government
shutdown (Chart 4.2.6). Respondents to the
SLOOS noted some easing on loan standards
for small Hrms, while demand for loans by small
businesses generally continued to be tepid
{Chart 4.2.7). Additionally, according to the
National Federation of Independent Businesses
{NFIB), the number of stnall businesses
indicating difficulty in obtaining credit
continued its downward trend in 2013

{Chart 4.2.8).

42,3 Household Sector
Household debtincreased sharply in the years
leading up to the financial crisis, reaching a

high of 135 percent of disposable personal
income in the third quarter of 2007, Since then,
households have been deleveraging. By the

end of last year, the ratio of houschold deht to
disposable income had declined to its 2003 level
of roughly 104 percent (Chart 4.2.9), mostly
due to decreases

in owstanding mortgage debt,
which accounts for about three-fourths of alt
houschold debt. The contraction in mortgage
debt appeared to halt in the third quarter of
2013 (Chart 4.2.10). The apparent botoming
out of mortgage debt follows continued
housing-market activity and a pick-up in home
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4,25 Net Borrowing by Nonfinancial Noncorporate Businesses
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4.2.8 Household Debt as a Percent of Disposable Personal income
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prices last year, aided by low mortgage rates and
improving labor markets. Borrowers with high
credit scon

and equity generally have access to
conforming GSE-backed mortgages, and federal
programs have extended refinance assistance to
borrowers in agency-guaranteed loans without
equity, but access to credit by other borrowers
remains tight relative to pre-crisis levels.

Siow debt growth, historically low interest
rates, and modest increases in employment
and income have reduced the household debt
service ratio {(the ratio of debt service payments
to disposable personal income) to 30-year
fows (Chart 4.2.11). Reduced debt burdens
have allowed households to stowly but steadily
become more current on their debts. Since
2009, the percentage of household debt that
is delinquent has decreased from 12 percent
o 7 percent, but still remains significantly

above pre-crisis levels. The share of seriously
delinquent debts also remains at roughly 2008
levels (Chart 4.2,12), Moreover, while aggregate
measures of the debt burden have improved, a
targe number of houscholds continue to face
difficulties meeting their financial obligations,
and many are still underwater on their

morigages.

Aggregate houschold net worth (the difference
between assets and Habilities) rose about $10
rittion in 2013 to a historical high of nearly $81
wrillion {Chart 4.2.13). The ratio of household
net worth to dispos

ble personal income also

increased. Capital gains from rising

880t p)" o
especially corporate equities, accounted for
most of the increase in net worth, though active
saving, and the decline in outstanding debt
noted above, also contributed in smaller part,
Owners” equity as a share of houschold real
estate continued to move up with rising house
prices and falling mortgage debt, although

it still remains about 8 percentage points

below its 1990 to 2005 average (Chart 4.2.14).
As discussed in Section 5.1.4, the share of
mortgages underwater declined.



Unlike mortgage debt, non-mortgage consumer
credit, which ¢

scounts for slightly more than
20 percent of total household debt, has been
growing over the past three years. During 2013,

constmer credit outstanding increased abowt
6 percent to $3 wrillion. Auto loans and student
loans accounted [or almost all of this increase
{Chart 4,2.15). Costs of education rose, and
federal programs remained the dominant
source of education lending, continuing o
expand at a rapid pace in 2013,

The increase i auto foans reflects availability of
credit and rising consumer demand for motor
vehicles. About $75 billion of auto loan asset-

backed securities (ABS) was issued in 2013,

Subprime auto loan ABS issuance reemerged,
although reportedly with stronger credit

support than before the ¢

Indicators of changes in the demand for

credit were mixed in 2013, Respondents to the
SLOOS reported stronger demand for eredit by
consumers, especially for auto loans. However,
credit applications were lttle changed, on net,
over the year, and remained generally subdued
period (Chart 4.2.16).

relative to the pre-cris

Although last year’s delinguency rates on avto,
credit card and mortgage loans fell to 2008

levels, delinquencies on student loans and home

equity lines remained considerably higher than
their pre-crisis levels {Chart 4.2.17), Lower
delinquency rates for revolving credit and

auto loans in 2013 likely reflected, in part, the
composition shift toward borrowers with higher
credit scores. The delinquency rates on these
loans to consumers with prime and super-prime
credit s

cores are currently near their historical

averages.

While households are becoming more current
on most types of debt, the delinquency rate on
student foans outstanding rose © 12 percent
at the end of 2013, Large and growing student
debt burdens and continued weakness in labor
markets have pushed many younger borrowers
into delinquency, despite the longer grace
periods that typically accompany student loans,
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4,2.12 Share of Household Debt by Definquency Status
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4.2.13 Household and Nonprofit Balance Sheets
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4.2.14 Owners' Equity as Share of Household Real Estate
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4.2:45 Components of Consumer Credit The risk o lenders is mitigated by the fact
that both federal and private student loans
i iitit 5. e . N
?p":)’g”s of Uss AS OF. 2012 Q4 Bilions of ;J:O% are difficult to discharge in bankruptey, and
that the federal government has extraordinary
1000 1600 collection authorities. However, rising student-
Aute Loans N .
800 800 toan debt burdens and delinquencies may
have implications for houscholds. Despite
so0a 500 features of federal student loans that facilitate
400 400 flexible repayment and loan modifications,
high student-debt burdens may dampen
& ¥ E
200 200 consumption and could impact household
0 s 0 demand for housing purchases in coming years,
2003 2008 2009 2012 as heavily indebted and delinquent borrowers
Source: FABNY Consumer Credit Nate: Gray bar signifies . cs aFle . . cer o .
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43  Government Finance

431 Federal Government

The deficit in the federal unified budget was
4.1 percent of nominal GDP in Gscal year 2013,
a 2.7 percentage point recluction from the 6.8
percent deficit posted in 2012, Outlays declined
modestly reflecting spending restraint from
the 2011 Budget Control Act and sequestration,
Revenue growth in 2018 was strong owing to
policy changes—the expiration of the payroll
tax cu, the reduction in bonus deprectation
allowances, and provisions applying o high-
income taxpavers in the American Taxpayer
Retief Act and Affordable Care Act—as well

as solid growth of taxable incomes of both
corporations and individuals.

The medium-term budget outlook is subject
w0 considerable uncertainty with respect to
the performance of the economy, the future

stance of liscal policy, and other factors such

as the pace of health care cost growth, The
Congressional Budget Office estimates that the
deficit will continue to decline to 2.6 percent

of GDP in 2015, owing in large part to robust
revenue growth as the economy continues to
recover and changes in tax law provisions,
especially the bonus depreciation provision,
Starting in 2016, the defielt is expected to
gradually increase, reaching 3.7 percent of GDIP
by 2024 {Chart 4.3.1). The rise in the deficitis
driven primarily by projected increases in Social
Security and health care costs due 1o the aging
of the population and the expectation that
per-capita health care expenditures will grow
faster than GDP, as well as increases in interest
payments {Chart 4.3.2). The ratio of debt held
by the public to GDP is expected to drift up

as the projected defichs are not low enongh to
stabilize the debt-to-GDP ratio (Chart 4.3.3).
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4,31 Federal Unified Budget Surplus/Deficit
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43.4 Interest Outlays and Average Maturity of U.S. Public Debt
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The increase in interest payments that is likely

_te follow the high level of public debt projected

over the medium term may have important
consequences for fiscal policy moving forward,
In the near term, however, net interest outlays
remain near historical lows and the average
maturity of outstanding debt continues to
fengthen {Chart 4.3.4).

All three major rating agencies maintained
their overall ratings for the United States

in 2013, with Moody’s and Fitch assigning

the United States their highest ratings and
Standard and Poor’s (S&P) as
second-highest rating, Fiteh placed U.S,

signing the

sovereign debt on negative ratings watch in
October, citing political brinksmanship asa
concern for the U.S. creditworthiness (see Box
A}, but changed the outlook back 1o stable in
March 2014. Moody's and S&P also maintain a
stable outlook for the United States.
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The federal debt celling was extanded on two separate
ogcasions in 2013. On both occasions, uncertainties
surrounding the debt cetiing fed to temporary disruptions
in some key short-term markets. Investor concerns about
the risk of a missed payment on some Treasury securities
lad to @ temporary increase in term borrowing costs for
the U.S. government.

On December 26, 2012; Treasury Secretary Geithner
announced that the statutory debt Geiling would be
reached on Decermber 31, 2012 and that Treasury

would begin taking certain extraordinary measures to
temporarily postpone the date that the United States
would otherwise default on its legal obligations. In mid-
January 2013, Treasury Secretary Gelthner announced
that the Treasury would exhaust its extracrdinary
measures between mid-February and mid-March of

that year. Extraordinary measures are actions, such as
suspending investments in certain federal trust funds,
that ternporarily extend the Treasury's abifity to mest the
government's obligations. The ensuing political debate
with régard 1o a debt ceiling increase led some investors
to avoid owning certain Treasury biifs out of concern that
the principal would not be repaid on time. Accordingly,
yields on bills maturing In late-February and early March
briefly spiked higher than those of surrounding maturities
on the yield curve, However, in late-January an agreement
was reached and on February 4, 2013 a law was enacted
that suspended the debt celling through May 18, 2013,
and conditions in the Treasury market quickly normalized.

After May 18, with the debt imit susperision pariod
ended, the Treasury was able to again take extracrdinary
measures to temporarily continue borrowing without
breaching the celling, and pressures were largely absent
from financial markets during the second and third
quarters of 2013. Yields on Treasury bills remained at
near-zero rates until the end of the third quarter. Howaver,
in late-September concerns began to reemerge after
Treasury Secretary Lew announced Treasury's estimate
that extraordinary measures would be exhausted no later
than October 17, 2013 and as it became apparent that
there was no clear plan for Congress fo extend the debt
celing in a timely manner. Those concerns were later

cornpounded by a 18-day government shutdown that
began of October 1, 2013,

in'early Qctober, themarket begari to considera
scenarico in which Congress would be unable to feach an
agresment fo raise the debt celling béfare the Treasury
exhausted its extraordinary measures. This led yields to
rise on bifts maturing around that date as investors grew
concermed-about the potenﬁa% for'a defayed payment.

i the days leading up to October 17, 2013, vields on
Treasury bifls with maturities from mid-October to late-
Cctobsr became extremely vafatile relative bath to the
preceding months and historical averages. For example,
the yield an the Treasury bifl maturing on October 3, 2013
rose from 3 basis points on September 30, 201310'53
basis points on Qctober 15; 2018, a larger reaction than in
similarly affected bills during the 2011 debt ceiling episode
{Chart Ad}.
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Strass in the Tréasury bilt market soon spread 1o the repo
market as some cash lenders excluded certain Treasuries

A2 - Treasury Coilateralized Borrowing Rate

as acceptable collateral for tri-party repo transactions Changa in Rate {in Basis Points) from Reference Date
{Chart A.2). Morsover, some counterparties took %
temporary informal actions by requesting that Treasury 20
securities maturing in 2013 not be accepted as collateral 5
in repo and securities lending transactions. in contrast t© 10

the illiquidity experienced in the market for short-dated

A GCF Repo (2013) i ]
*’\/\ \\w M/VJ "’
N

) " 5
bills, overnight repo markets remained liquid.
0

Addlitionally, same investors publicly stated that they did -5 -5
not hold certaln Treasury securities that could have been 10 46
affected by the debt celting. These factors widened bid- 60 8640 B0 200 A0 0 .

oy . . : Note: Fori; | s refers ta the e of g 10 it
ask spreads for Treasury bills, which under normal market ot caing st 2075 et g sqreeont 3 o

corditions have minimal transaction spreads Operational Saurce: Bloombarg, P - 10117153 2611 debt cailing agreernant dars i 874711,

risks about a missed Treasury payment were also a
concern, since systems that handle securities clearance;
settlement, financing, collateral management; payments,
ahd pricing could have required manual workarounds and
advanced paymaits 1o clients to limit market disruption.

Once anagreement to suspend the debt celling was
reached, short-dated bills rapidly returned to near zero
rates. Market participants have emphasized significant
straing in Treasury bili and maney markets would ikely
aceur sooner and with more severtty during future debt
ceiiing debates.

2014 FSCC 1/ Annual Report



4.3.2  State and Local Governments
In general, the f

al position of state and local
governments improved in 2013, State and tocal
tax revenues increased, continuing the trend
since 2009 {Chart 4.3.5). The improved revenue
pleture for both state and local governments
was accompanied by a stabilization of
employment during 2013 (Chart 4.3.6).

Net credit flows to state and Tocal governments
were mixed in 2018, Long-term municipal bond
mutual funds experienced ontflows for 10 of the
last 12 months, and long-term bond issuance
was down 12.6 percent to $332 billion (Chart
4.3.7). However, much of this decrease reflected
a decline in refundings from the 2012 levels,
due in part to higher interest rates. In many
instances, municipal bond spreads, a proxy for
municipal yields relative to index levels, also
declined {Chart 4.3.8).

Tn spite of the relative stability that the
experienced during 2013, state and loval

governmen(s continue to face

rnificant long-

term challenges. In some municipalities, the

stow pace of economic recovery has restrained

income and sales tax growth. Additionally,
home values remain below peak values in some

parts of the country, restraining property tax

revenue. Other challenges include increased

spending pre

ire from pension Habilities

and other post-employment benefits. Thirteen
states contribute less than 80 percent of their
annual required contribution to their public
pension funds, In some municipalities, pension
and other post-employment benefits costs are
beginning to crowd out other services.
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Developments in municipal markets—Detroit's filing for
Chapter @ bankruptoy protection and the downgrade
of Puerto Rico’s credit rating to non-investment grade
status—have drawn significant investor and media
attention. While market participants largely view these
events as idiosyncratic, they might have the potential to
affect the municipat bond market {Chart B.1}.

Although Detroit’s bankruptcy is unique in many respects,
there are fwo primary ways in which the unfolding story in
Michigan could impact municipaliies elsewhere. investors
may begin fo demand higher interest rates from cities with
weak economic fundamentais similar to Detroit, including
population decline, chrenic deficits, large unfunded
pension liabifities, and an eroding tax base.

Additionally, if the treatment of claims i Deteolt’s
bankruptcy uitimately differs significantly from other
previous municipal bankruptcies, this could create
uncertainty and lead to some amount of broader
re-pricing of risk by investors.

Puarto Ricd’s financial challenges have also drawn
investor and media attention. Its overall gconomy remains
weak, having been in a recession since 2006. Additionatly,
Puerto Rico's outstanding debt of roughly $73 bilion
represents a large percentage of GDP. A significant
portion of Puerto Rica’s debt is exernpt from federal,
state, and local taxes in the United States and is widely
held by investors.

Despite downgrades to non-investment grade status by
alf three major ratings agencies in February 2014, Puerto
Rico was able to issue $3.5 biflion in debt in early March,
which authorities have said will allow them to mest their
obligations until the end of calendar year 2015, However,
a material-deterioration in the économic and financial
condiitions in Puerte Rico could heighten concemns of
municipal market investors, whose current sentiment
remains fragile.

2014 FECO /4 Annual Report
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4.4  External Environment 441 Real GOP Growth

441 Advanced Foreign Economies Peroent As OF Apr-2014 Percent
GDF growth in the advanced economies s s
remained shuggish in 2018, at slightly below the s s
already subdued pace of the previous two years

{Chart 4.4.1). However, the quarterly trajectory 4 s
was more favorable, with most economies 2 - 2
seeing a notable pickup in growth during the ° 0
second half of the vear, Growth in the eure # é&g;ﬁ?:s 12
area resumed in the second quarter after six -4 4

consecutive quarters of contraction, Although 8 y y

. N 2000 2002 2004 2006 2008 2010 2012 2014 2016 2018

the region’s recovery remains subdued, the exit

from recession removes what had been a major Nate: Year-over-year percent change.
88 g S what ha i A may Source: IMF, Haver Analytics  Data after April 2014 is projected

drag on global activity.

For the major foreign advanced economies

(the euro area, Japan, the United Kingdom, n p J N G N
and Canada), real GDP increased 0.6 percent 42 Advanced Economies Real GDP Growt
in 2013 on a calendar year, GDP-weighted Percent As Of: Apr2014 Percent

6 8

hasis. A slower pace of fiscal consolidation

and significant easing in financial siresses 4 United States 4

helped recovery take hold in the euro area. In

Japan, additional discretionary fiscal stimulus,

improved sentiment, and strong corporate ]
profits helped support consumer and business

. . . . -2 -2
spending amid a reflationary monetary policy
program, 4 4
- - . o . N . . -6 y . -6
Thus fav in 2014, activity in the major foreign 2000 2002 2004 2008 2008 2010 2012 2014 2018 2016
advanced economics appears to have held Note: Year-over-year percent change.
Source: {MF, Haver Anaiytics Data after Aprit 2014 are projected.

close o the improved pace maintained during
the second hall of 2013. The International
Monetary Fund {(IMF) projects major foreign
advanced economies to expand 1.4 percent in
calendar year 2014, The IMF expects growth
in these economies to pick up to a pace of 1.6
pereent over the medium term, as headwinds

from fis

cal consolidation and deleveraging after

the Great Recession continue 1o {ade

{Chart 4.4.2).
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ure Arga
4.4.3  Euro Area Reai GDP Growth Burg frea N
Tolicy actions hy euro area authorities have

Perzen; As OF: hpr-2014 Psrcsent reduced concerns about a systemic event in
the region, and since mid-2012, have helped
4 4 to substantially ease previou vere market
2 2 pressures, However, fiscal and fimancial
headwinds remain. After a year and a half of
2 G . N
" recession, the eUro area economy saw a tentative
-2 | gpain 2 rebound in the middle of 2013, with GDP
4 4 expanding over the second and third quarters.
il However, euro area GDP growth vemains abous
Germany, & o - R . . .
- : 2.5 percentage points below its rate in the first
2002 2005 2008 2011 2014 2017 N

quarter of 2008, and unemployment is running
Source: IMF, Haver Anaiytics gg: ayw‘:zar’:p\;j;y;y:reercpigjciﬁzgge ata neat-record high of 12 percent. The pace of
economic recovery in the euro area is expected
to remain gradual, The IMF fore
real GDIP growth in 2014 to 4
1.2 percent, with growth in most periphery

sts regional

'k at roughly

444 Peripharal Europe: Gross Public Debt countries expected to remain measurably below
Percent of GDP As Of: Apr-2014 Percent of GOP 1 percent {Chart 4.4.3).
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levels over the coming few years (Chart 4.4.4).
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The euro area’s overall curvent account

balance shifted from a simall deficit in 2008 to

a consistent surphus with the surplus reaching

445  Peripheral Merchandise Exparts 2.4 percent of GDY in 2013, The Netherlands
Biions of EUR As OF Now-2013 Siions of EUR and Germany have continued to run substantial
450 current account surpluses since 2011, while
ANV the current aceount deficits of Traly and Spain
400 Outsice Eurg Area J-\/ 400 and the smaller economies in the periphery
f have contracted significantly. Weak periphery
350 domestic demand due to deleveraging has not
been offset with stronger exports to the core
{Chart 4.4.5).
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Buro avea consumer price inflation has 445 Euro Zone: Consumer Price inflation
declined to well below the European Central

e (T . Percent As Of Mar-2014 Percent
Bank’s (ECB) 2 percent target rate. Inflation oer

readings (both headline, which includes 4

volatile items, and core, which excludes those
R B 3 N Current Target 3
items} were tracking near or helow 1 percent Headiing t
. X oy s {
during the final months of 2013 {Chart 4.4.8). . W 2

With inflation dropping to multi-year lows in V\

. . . . N o
inflation or outright defladon. This could slow \l\/

recent months, the euro area faces the tisk of a 1

prolonged period of substantially below-target

recovery, hinder the internal rebalancing that . R . . -
is needed between the core and periphery, and 2005 2006 2007 2006 2010 2091 2012 2033
Source: Statistical Office of the

European Communities, Haver Analylics  Note: Year-over-ygar parcent changs.

increase the real burden of public and private
debts, IMF and ECB forecasts are for ewro area
inflation to stabilize.

Meanwhile, European authorities are pushing
forward with efforts to deepen regional
financial integration and enhance market
confidence in the capital adequacy of Enropean
banks.,

Asingle s

wpervisory mechanism for
euro area banks is in the process of being
estahlished under the ECB (expected 1o be in
place by November 2014) and comprehensive
assessments (by the ECB in cooperation

with the national competent authorities) of
approximately 130 of the largest banking
groups also are underway.

Furepean poli

makers also have reached

agreements to pass legislation harmonizing
banking rules and regulation across the
European Union (ELY), including national
deposit guarantee schemes, bank recovery and
resolution frameworks and common bail-in
rules, and their new capital requirements

legistation is now in force. In March 2014, EU

finance ministers and the Enropean Parliament

ched a provisional agreement on the Single
Resolution Mechanism, which establishes

a common resolution authority and single
resolution fund for European banks.

Magrosconomic Environment
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4.47 Japan: Consumer Price Infiation
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Japan

Tu 2013, Japan’s new Liberal Democratic Party
government launched an economic reform
program designed to revive the economy and
exit almost two decades of deflation. (The
program is popularly termed Abenomics,

in reference to Prime Minister Shinzo Abel)

The program consists of the so-called “three

arrows™ aggressive monetary stimulus; short-
term fiscal stimulus, paired with long-term

tructuval fiscal

measures to reduce large,

deficits; and structural reforms, to boost the

economy’s long-term growth potential. The I
projects that GDP growth wili be 1.4 percent in
2014, down slightly from 2013,

Household spending picked up significantly
in 2013 partly in responsc 1o rising equity
prices and broader expectations of economic
growth under Prime Minister Abe's policics.
Consumption is expected to further boost
GDP in the first quarter of 2014, ahead of the
Apri] 2014 consumption tax hike. Temporary
fiscal stimuhus of 1 percent of GDP passed in
December will only partially offset the initial

impact of the consumption tax increase and

the overall fis

al impulse in 2014 will be

contractionary.

Japan's larger banks have begun to reduce
their sizeable Japanese government bond
{JGB) holdings in response to the Bank of
Japan’s {Baj) asset purchase program. From
March 2018 through December 2013, banks’
holdings of JGBs dropped ¥29,474 billion and
depaosits at the Bof went up ¥55,685 hillion.
Domestic lending began to pick up throughout
2018, av

year. There also are signs that Japan may be

aging 2.6 percent growth for the

moving from entrenched deflation to sustained
moderate inflation. The overall Consumer
Price Index was up L3 percent from its year-

ago level in Februany

. Consumer price inflation
excluding food and energy reached 0.7 percent
in February 2014, the highest in roughly

15 vears (Chart 4.4.7). Survey measures of
expected inflation have also risen somewhat.



4.4.2  Emerging Market Economies

Emerging Mavksl Economies

Economic growth remained generally sluggish
in 2013 acrass the EMEs (Chart 4.4.8). Growth
for all EMEs was an estimated 4.4 percent

in GDPaw
slightly from 2012 and roughly 2.5 percentage

ighted calendar year terms, down

points below growth during the 2003-07 global
boom. Growth for EMEs excluding China was
3.1 percent in 2013, also down slightly from
2012 and almost 3 percentage points below

the 2003 to 2007 average. Recent indicators—
including industrial production, exports, and
~show thata

purchasing manager Surveys
slight recovery may be underway. The IMF is
expecting a modest pickup in growth o 4.6
percent this vear, and 3.4 percent

excluding China,

The EMEs continue to act as the main source

of global growth. Last year, EMEs contributed
three-fourths of global GDP growth, and

vitl
contribute some two-thirds of global growth
in 2014 (Chart 4.4.9). Importantly, estimates

according to the IMF forecast EMEs

suggest that trend growth has slowed across
the largest EMEs, The IMF now forecasts EME
real GDP wrend growth at roughly 5.25 percent,
down some 1.5 percentage points from its

forecast just two years ago.

EME

beginning in May 2013, with £

asset prices came under pressure
MEs
experiencing reduced capital inflows in the

second and thivd quarter, reflecting in part
changing expectations for Federal Reserve
policy, deteriorating longer-term EME growth
prospects, political unrest, and structural

vulnerabilities in some prominent EMEs. While

the market selloff in May and June {see Box C)
broadly affected EME assets, markets displayed
discrimination, putting countries with large
external financing needs, elevated inflation,
and more unpredictable policy frameworks
under greater pressure. Policy makers in a
number of EMEs responded to market strains
by tightening monetary policy and by taking
steps to rebuild policy credibility.
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4.410 China Real GDP Growth

Percent As CE2014 QY Percent

18 16
14 14
12 /\/ 12
SN AERY
8 \/\ll\~ / 8
& &
4 4
2 2
o - 0
2000 2003 2006 2009 2012

Source: China National BUreau  nota: Quarteny data, Percant changs rom he

of Statistics, Haver Analytics

same quarter ot the previous year.

4.471 China: Credit o the Private Sector
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Meoving torward, tighter fnancial conditons

ge rates across the EMEs

and weaker exchar

&

represent a key question mark for both the
growth and inflation outlooks. EMEs generally
have benefitted fror strong capital inflows

over the past several years

seanething that has
helped support domestic credit growth and

financial system deepening. Nonetheless, such

rapid dom; a numnber

¢ credit growth

0%

and

of EMEs has increased asset quality ri
funding valnerabilities and could weigh on
growth prospects moving forward,

China

Developments in China remain particularly
importang, as China contributed 35 percent of
global GDP growth in 2013. China’s economic
growth held steady in 2018 at 7.7 percent—the
same rate as the previous year-—but showed

some signs of modest deceleration in mid-
2018 and in early 2014 (Chart 4.4.10). Growth
in China had slowed steadily from the first

quarter of 2010 through the third quarter of
2012, reflecting in part the government’s desire
to stow the pace of credit growth and rein in
investment in some sectors of the economy,

as well as sluggish external demand in the
advanced economies, Chinese authorities
announced an important new economic reform
agenda in November 2013, which entails, among
other things, a hardening of budget constraints
for some state-owned enterprises and local
governments and enhanced supervision of the

nontraditional eredit intermediation s

China’s current account surplus declined
from 10,1 percent of GDP in 2007 t about 2.1
percent of GDP for the four quarters ending
in December 2013, driven by factors such as
exchange rate appreciation, weak external

demand, and incr

ased imports for domestic

Investment purpose:

Private sector debt in China has increased

rapidly ever the past five years, From December

2008 1o June 2018, private sector debt grew

167 percent, over twice ¢ tas GDP growth
over the same period {(which was 72 percent)
(Chart 4.4.11), Nonbank financing channels
(off-balance sheet lending, trust loans, and



corporate bond issuance) account for an
increasing sharve of the flow of new credit.

The rapid growth of credit (Chart 4.4.12) has
raised questions about the efficiency of credit
allocation and the potential for defaults over
the medium term, Much of the funding for this
new credit has come via wealth-management
products (WMPs), which may have increased
old to

s,

‘risk in the financial sector,

fiquidi

investor: alternatives to time

higheryiclding

deposits, WMPs are largely off-balance sheet

investment vehicles offered by banks, trusts, and
securities companies, Increased competition for
funds has led to the rapid growth of WMPs—
to 1 percent of svstem deposits—as well as
increased reliance on interbank borrowing,

particutarly at smaller banks.

79

4.4.12 China: Annual Increases in Credit and GOP

As O 2013
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51  Asset Valuations

511 Fixed income Valuations
The past year was a vear of transition for

domestic fixed income as market participants
perceived a reduction in the tail risk of
contagion from a Furopean Bnancial erisis
and focused attention on ULS, fiscal and

monetary developments, Fixed income markets

eral vise in nominal medinm-

experienced a g
to long-term yields and some periods of

eltevated volatility. The increase in volatifity was

most notable during late spring and summer
amid changes in monetary policy expectations
and in October during the U.S. government
shutdown and debt celing debate. Although
vields

"

se in the majority of fized income

they remain well below long-term
averages.

Treasury viekds r

8¢ }’(‘M\ over Vi CAY ACTss
maturities as seen by the change in I0-year
vields from 1.86 percent to 2.73 percent
{Chart 5.1.1},
maturities rose on average by 102 percent while

Cields tor fiv

e-year and sevensyear

shorter maturity yields remained unchanged

over the same period. The most significant

yield increases were seen in the months of
through August 2018, a period of considerable
volatility (see Box ). The Treasury vield curve
steepened (Chart 5.1.2), retracing to 2011 Jevels,
reflecting a notable increase in long-ierm yields,

While fixed income implied volatility remains

at historically low levels, periods of elevated

atility did occur in 2013, Fixed income
implied volatility, as measured by prices of
options on Treasury securities and interest rate

swaps, nearly doubled during )
2013 (Chare 5.1.3),

ay and June

Agency mortgage-backed securities (MBS)

experienced significant price declines and
higher yields resulting from interest rate
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511 Treasury Yields
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5.1.4 Agency MBS and Treasury Yieids

Percent As Of: 31-Mar-2014 Percent
4.0 40
35 s
30 30

W g
25 25
10-Year Treasury
20 20
15 . . 15
Jan3 Apri13 Juitd Octi1d Jan:i4

Source: Bloomberg, L.P
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valatility {Chart 5.1.4). The combination of
significant declines in MBS duration from
declining interest rates and increases in
borrower refinancing incentives since mid-2012
increased the possibility of a convexity event.

As noted in the Council’s 2018 annual report,
a convexity event is where an initial increase in
long-term interest rates is amplified by many
MBS investors actively hedging the duration of

theiv MBS, resulting in rapid increases in long-
MBS suffered
s midyear, the market impact from

term inters

ates. While agenc

sizeable 1o
arise in interest rates was not as severe as the
2003 convexity event, when 10-year Treasury
yields rose by L4 percentage points in a six-

week period. By compari

on, the W-year yiekd
rose by LO percentage point in about the same
time frame at mid-year 2013, There are several
reasons why this convexity event was less severe.
First, unlike in 2003, the Federal Reserve held
a substantial portion of outstanding MBS in

2013, thus absorbing a significant part of the

overall MBS universe duration extension as
interest rates rose. Because the Federal Reserve
was not engaged in hedging activities that other
farge-scale investors would be engaged in, this
lessened the impact of higher rates resulting
from hedges. Second, interest rate options, a
major driver of higher rates in 2003’ convexity
event, experienced lower volumes due to less
participation in this market by the GSEs.

Lastly, the precdominant holders of agency MBS
outsicde of the Federal Reserve are composed
of banks, investment funds, life insurance
companies and pensions (Chart 5.1.5). These
investors, which tend to rebalance their

duration hedges infrequently, have in

their holdings since 2003. While these investors

are sensitive 1o price fluctuations, they tend
to have longer tnvestment horizons and v

stable sources of funding compared to agency
real estate investment trusts (REITs) or hedge
funds.

Like Treasury securities, corporate honds
experienced a significant increase in yields in
ields
year over year increased on average from $.26

May and June 2013, Investment grade v
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percent to 3.65 percent, Average yields for ; ;
pereen percent. Average yields f 516 .S, Corporate Bond Option-Adjusted Spraads
high-yield bonds remained refatively unchanged
year over year at 5.7 percent. Credit spreads 82355{;5 Paints As OF 1-Mar-2014 Basis Pogx:so
continued to tighten for both investment grade
. . ~ n 225
and high-vield bonds (Chart 5.1.6), Issuance 25 ) i 1700
of corporate bonds remained strong, with 200 500
over $1.4 willion, nearly the same amount as 175
2012 (Chart 5.1.7). Some market participants 150 500
attribute this level of activity in the corporate 200
B . L 125
bond market to inmproved credit condittons and 2 N
L ) A investment Grade {left axis}) 300
low levels of default, while others cite greater 100 =
demand by a broader set of investors searching 75 R 200
for vield. Janiz2 Jubi2 Jan13 Jut13 Jan:i4
Source: Bloomberg, L.P.
Leveraged loans, generally issued 1o speculative
grade obligors, also had a very strong year
of issuance and credit spread performance
{Chart 5.1.8, Chart 5.1.9), Strong demand from 17 US.C 1o Bond 1
. N . oy g . L1 LS. Gorpor; ond issuance
collateralized loan obligations (CLOs) and from E ofporate
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12
with gross issuance rising almost $83 hillion
{Chart 5.1.10). As with leveraged loans, CLOs 500 S0
have seen a broadening of the investor base
as more institutions seek o find higher yields. 800 §00
Analysts and market participants have raised
concerns that new investors may be unprepared 300 a0d
for the limited liguidity and potential for large
credit losses that both markets could experience 1906 2000 2004 2008 2012
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519 CLO and Leveraged Loan Spreads
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The Shared National Credits (SNC) Review
for 2018 indicates that while credit quality of
syndicated loans remains broadly unchanged
from the previous year’s review, a focused
review of leveraged loans found material
witlespread weaknesses

in underwriting

practices, including excessive leverage, inability
o amortize debt over a reasonahle period, and
lack of meaningful financial covenants. The
review included an evaluation of underwriting
standards on SNGs that were originated in
2012, and examiners noted an increased
frequency of weak underwriting. This trend
heightened the agencies” concern, and agencies
reiterated that they expect Ginancial institutions
o properly evaluate and monitor underwritten
risk in leveraged loans, and ensure borrowers
stent

have sustainable capital structures, cons
with the updated leveraged lending supervisory
guidance issued in March 2015,
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in its 2013 annual report, the Council pointed to 8 fapid rise
in fonger-term yields as a potential vulnerabilty. Since last
year's report, longer-term yields increased substantially,
with the sharpest increase occurring between May 2,

2013 and September 5, 2013 when the 10-year Treasury.
yield rose from 1.69 percent to 3.13 percent. This sharp
increase in vield corresponded to a loss of 13.41 percent
an the vaiue of 10-year Treasury holdings. The selloff was
reportedly triggered by investors’ reassessment of the
future path of agset purchases by the Federal Reserve.

Market liquidity in Treasury markets declined during the
selloff, Bid-ask spreads, which measure the cost of buying
and seling assets, widened {Chart C.1}. The price impact,
which measures how much prices move in response to
selling pressure, increased {Chart C.2). Market depth,
which measures how much buying and seling can be
supported at a given morment, declined {Chart €.3}, These
effects were not limited to Treasury markets, but rather they
reverberated to major fixed income markets.

At the time of the selioff, some buy-sids market participanis
and the press speculated whether companies’ preparation
for enharced regulatory capital requirements may

have magnified the severity of the selioff by reducing
broker-dealers' willingness to provide market liguiciity.
Broker-dealers intermediate between buysrs and sellers,
putting capital at risk. The lass broker-dealers choose to
intermediate supply and demand imbalances; the lower
market liquidity is fikely to be. To gauge broker-dealer
market-making broadly, Chart C.4 shows 10-week
changes in broker-dealers’ gross positions in fixed-

income securities. The biggest decling in long positions

in 2013 occourred between May and July {the diamonds
tabeled 2013 to the extrems left of the lower-left quadrant),
suggesting that broker-dealers reduced their market-
making activities during the sefloff. Other instances In which
there were large changes in both long and short positions
are fimited to the height of the financial crisis in 2008, the
bond market sefloff of 1984, and the financial market turmoil
of 1998,
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Alook at risk measures of broker-dealers helps to better
understand why broker-dealers pared positions during
the selloff.

Broker-dealer leverage declined markedly during the recent
financial crisis, suggesting that broker-deater risk-taking has
moderated since the crisis {Chart C.5). Another indicator
of risk-taking is value-at-risk {VaR}, which is a forecast of the
worst loss at the 99 percent confidence interval for a daily
horizon. The sum of firm-wide dally VaR across eight large
U.8. broker-dealers has trended down since the financial
crisis. The decline in broker-dealer VaR reflects the decline
in market volatility since the financial crisis as welt as the
smaller balance sheet capacity of broker-dealers.

The data presented in Chart €.6 suggests that corpanies’
preparation for enhanced regulatory capital requirements
was not a major contributing factor in broker-dealers’
willingness to provide market fiquidity. In fact, broker-dealer
subsidiaries of BHCs with less regulatory capital before

the selloff reduced their net positions less than othsr
broker-dealers during the sefioff, suggesting that capital
constraints at the consolidated BHC were not a meaningful
exacerbating factor. In particutar, U.S. broker-dealers with

a higher VaR gap (which measures the difference between
a broker-dealer’s VaR and its VaiR imit), and U.S. broker-
dealer subsidiaries of BHCs with higher Tier 1 capital ratios,
Tier 1 leverage ratios, and Basel Hil cornmon equity Tier 1
ratlo buffers (which measures the difference betwsen a
BHC’s raported ratio and its proposed ratio requirement)
before the selloff tended to reduce their net positions more
during tha selloff. That is, broker-dealer subsidiaries of
BHOCs with higher capital levels actually sold off more. This
relationship suggests that broker-deater behavior during the
selloff was driven-more by differsnces in risk appetite than
by enhanced reguiatory requirements.

The evidence also suggests that broker-dealers managed
their balance sheets more conservatively at a time when
investors were repricing interest rate risk rapidly, triggered
by changes in expactations about the future path of the
Federal Reserve's asset purchase program. Broker-
deaters’ withdrawal of liquidity may have ampiified the sharp
rise in rates and volatiity.

G014 FSOT {7 Anuual Repurt
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512  Sovereign/Foreign Corparate Debt and

N 81141 Publically Held Federal Debt Cutstanding
Foreign Exchange

Trittons of US$ As OF Mar-2014 Triflians of US$
gn Dbt *

amount of outstanding U.S, 12 12
sovereign debt held by the public (including
Federal Reserve holdings, but not other intra- 9 9
governmental debt) rose to $12.6 willion
as of March 2014 (Chart 5.1.11). Long-term 51 8
Treasury yields rose starting in May 2013, in 3 b 3
partin response to changing expectations
regarding Federal Reserve policy, The Federal

9 . X )

Reserve announced a modest reduction in the 2001 2003 2005 2007 2009 2011 2013
e of aes Bt tre AR Source: U.8. Department of Treasury,

monthly pace of asset purchases at its meeting Haver Analytics

in December 2018, amid an improving U.S.

cconomic backdrop and labor market. As of the

end of 2013, 10-year Treasury vields had risen

188 basis points since May to 5.04 pereent, the 3
. . . 8.1.12  Foreign Holders of U.S. Federai Debt

highest level since July 2011,

Percent As Of: Feb-2014 Parcent
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90 90

Foreign holdings of Tre; ccurities

continued to grow. Ye

s over year ending

o 80 80
February 2014, they rose by $194 billion w0 §5.9 70 20
tritlion. The largest investors—investors from 80 a0

China and fapan—coliecti

oly accounted for 50 50
40
3¢
20

10

$2.3 urillion of Treasury securitics, while other 40
foreign accounts held $3.4 willion. Since the 30
end of 2012, the shaves and holdings of euro

area and Japanese investors have risen, while 0
the combined share of other countries has 2000 2002 2004 2006 2008 2010 2012 2014

fallen (Chart 5.1.12).
Saurce: U.8. Department of Treasury, Haver Anaiytics

ign Deqt

German and other core guro area sovereign
debt vields rose over the course of 2013 as
concerns about periphery country credit risk
continued to abate and economic activity
improved, At the end of March 2014, the yield
on the German H-year government hond

was 1.57 percent, compared to 1.29 percent

a year earlier. Other core countyy yields rose

by a similar magnitude. The compression of
periphery spreads began following a July 26,
2012, speech in which ECB President Draght
signaled the creation of the Quiright Monetary
Transactions {OMT) program, which allows the
LCB to make unlimited purchases of sovereign
bonds conditional on policy reforms, and vowed

o “do whatever it takes™ 1o prevent the breakap

Finansial Developmants
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5113 Euro Area 10-Year Yield Spreads to German Dabt
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of the euro area. The spreads on Spanish and
Htalian 10-year government bonds 10 German
equivalents were respectively 639 and 5306 basis
points on the eve of the speech and by the end
of March 2014, Spanish and Talian spreads wo
German bonds were 166 and 173 basis points,
respectively (Chart 5.1.13). The spreads of
government bonds to German equivalents

in Ireland and Portugal also narrowed
substantially and these nations were able to
re-enter debt markets,

Ten-year sovereign vields in the United
Kingdom rose over the course of the year,
ending March 2014 at 2.74 percent, compared
to 1.77 percent a year earlier. Yields were
supported by the broader rise in advanced
economy interest yates as well as the economic
recovery in the United Kingdom.

Japanese Sovereign Debi

Tn April 2013, the Bof implemented a policy
known as Quantitative and Qualitative Easing.
Under the policy, the BoJ is seeking to expand
the monetary base at an annual rate of about
60 to 70 trillion yen. The policy seeks to achieve
an inflation rate of two percent in about two
years. As part of the policy, the Bo] increased its
purchases of government bonds, and extended
the duration of its purchases.

Emerging Market et

Beginning in May 2018, EM sovereign debt

spreads widened versus Treasury yields, as

measured by the Emerging Market Bond Index
Plus {Chart 5.1.14). Investors began to increase
their level of concern re,

arding economic
activity (see Section 4.4.2), credit conditions,
external financing needs and elevated inflation
rates in several EMs. Economic and credis
conditions in China in particular were a source
of concern regarding EMs. Political risks in
several EMEs further weighed on market
performance {Chart 5.1.15).

Foreign portfolio inflows 10 EMEs, which were
very heavy since mid-2008 due in part wo carry
wrade strategies, declined sharply in the second
quarter of 2013, and had a signiticant impact on



EME yields (Chart 5.1.16). Gross capital flows to
EMEs de
hut remained positive with foreign direct

clined in the second and third quarter

investment flows continuing to comprise the

largest component (Chart 5.1.17).

EM financial markets came under renewed

pressure in early 2014, Unlike during stress

episades in 2013, changes in expectations of

£

Federal Reserve policy

¢ did not appear o play a
s weakened even

et pric

leading role, as EM
as long-term Treasury yields declined. Instead,
EM market weakness appeared 1o be driven

by a series of country-specific developments in

China, Turkey, Argentina, Ukraine, and Russia,
Declines appeared to be amplified by a more
generalized reduction in global risk sentiment

in the aftermath of extended rallies in some

risk assets (such as 1 equities) and weaker

data from the United States and China.

In 2013, EMs issued a record amount of
corporate debt and the outstanding amount
reached its highest-ever share of GDP (Charts
5.1.18, 5.1.19). The issuance of U.S. dollar-
denominated (USD) corporate bonds, at $422
billion, was almost four times that of the $111

billion issuance of sovereign bonds. This vise in
issuance comes as EMEs represent an increasing

share in global economic activity.

an firms were the most active issners of

2
international debt securities in recent years,
followed by Latin American fivms. Astan
corporates currently account for 40 percent

of ourstanding EM corporate bonds, with
Chingse firmns doing much of the borrowing.
Brazilian firms account for the majority of Latin
American borrowing.

Growth of the EME corporate bond market

is generally seen as a positive development
reflecting the increasing global integradion of

firms in EMs and an improvement in acce
o funding. Portfolio diversification incentives
and risk-return preferences suggest an ongeing
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5113 EME Corporate Debt Securities Quistanding
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5.1.20 U.S. Dollar Trade Weighted index
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demand for EM assets commensurate with
their econornic and financial growth. These
developments, however, come with risks:

¢ Currency mismatch: The stock of EME
corporate debt reveals that doltar-
denominated Habilities still constitute a
substantial share of outstanding Habilities.
The debt burden of an EME corporate
horrower that has foreign currency
liabilities but primarily local currency
denominated revenues will rise in the event
of depreciation in its local currency.

s Market illiquidity: Low trading volume
in the secondary market and a lack of risk
management products (i.e. corporate credit
defaul swaps (CDS)) could amplify the
market reaction in the event of a selloff,
leading to a sharp hike in corperate lending

rates.

s Negative transmission linkages to banking
sector and real economy: Heightened
corporate default rates could generate losses
for domestic banks—baoth in their loan
books, if they

re large lenders to heavily

indebted corporates, and in their securities

holdings, if they hold corporate debt. This

could weaken bank a

t quality and capital

adequacy and constr

n credit availability to
the domestic econoray.

Forelgn Exchange

In 2013, the USD appreciated modestly on a
trade-weighted basis, appreciating the most
against the Japanese yen and EM currencies
(Chart 5.1.20). The level of option-implied
volatility ac

najor currency pairs has
ows (Chart 5.1.21).
ed improved U8,

remained near histor

arket participants

onomic data and the actual announcement
of a decrease in the pace of a

t purchases by
the Federal Reserve as supporting the dollar.
However, the USD depreciated against the euro,
the British pound, and the Swiss franc, due to
improving sentiment toward these economies
{Chart 5.1.22).



The cure has appreciated 7.4 percent versus
the dollar since reaching year-to-date fows in
July, and implied volatility continues to trade

near multi-y pardy due to

an improvement in economic data across

the region, most notably GDP, Purchasing
Managers Index, consumer confidence, and
a relatively benign political backdrop. Rising
short-term interest rates also contributed o the
appreciation of the euro.

The Japanese yen's recent performance has
been range-bound, as most of the currency’s
nearly 20 percent depreciation versus the dollar
from late 2012 1o early 2013 had coincided with

aggressive fiscal and monetary policy changes.

Tavestors also remain highly focused on the

outcome of Japan’s ongoing structural reform

cifforts,

Year over year, ending March 2014, the British

pound appreciated against all major currencies,

including 9.4 percent versus the USD, on
improved economic data and expectations that
the Bank of England’s (BoE) unemployment
threshold of 7 percent could be reached earlier
than initially expected, and may resultin a

reciuction of BoE accommaodation.

EM currencies have come under pressure

on investor concerns about the longer-term

impact of less accommodative monetary policy

by advanced economy ceniral banks and
optimistic growth outlooks for many EMEs
{Chart 5.1,28). After the initial Apri} 2018
seloff, some differentiation has occurred,

though depreciation pressures remain for

some EM currencies. After an initiad sharp
depreciation, pressures on the Mexican peso
and Indian rupee diminished over the latter
half of the year. Despite this trend, South
Korea and China have seen their currencies
appreciate from April 2018 to March 2014,
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Even though the sconomic recovery has solidified over
the past year, activity in most advanced ecoromies
stilf remaing below potential, and inflationary pressures
remain subduad, with inflation well below central bank
targets in some instances. In response, central banks
in the advanced economies have continued to adjust
their policies to sustain their accommodative support
{Chart D.1}. The BoJ substantially increased the size
of its asset purchase program, while the ECB furthar
cut its main poficy rate, and both the ECB and the BoE
introdticed forms of forward guidance {Chart D.2).
Although the economic recovery in the United States
led the Federal Reserve to begin to reduce the pace of
its asset purchases, it has reinforced its guidance that
monatary policy wilt remain accommodative for some
time.

The Bod has continued 1o pursue échievihg and
maintaining a 2 percent inflation rate. Targeting a range
of increase in the monetary base of ¥60 o ¥70 trilion
annually by purchasing JGBs and also some riskier assets
such as exchange-traded funds (ETFs} and Japanese
REITs, the BoJ's assets have grown rapidly. The yen
depreciated substantially in late 2012 through sarly 2013,
and Japanese sovereign vields remain at very low levels
even as sovereign rates in other advanced economies
have risen. So far, the shift in policy seems to be
successful in helping to stimulate the Japansese economy
and raising both inflation and inflation expectations,
though year-over-year inflation remains below the BoJ's 2
percent target.

Al its August policy meéting, the BoE introduced new
forward guidance to provide greater clarity and fo “kesp
market participants from revising up excessively” their
expectations of future monetary policy. The BoE's
Monetary Policy Committee (MPC) announced that it
intended to keep the policy rate at its current level of
0.5 percent and the stock of assets purchased at £375
biflion at least untit the unempioyment rate has fallen to
7 percent, noting that it expected this to occur around
mid-2016. The MPC stipulated that its guidance would
cease to hold if it expected inflation to rise more than
0.5 percent above its target, or if it thought that inflation

2014 FSOC // Amnual Report
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exosctétions fiad become unanchored or t8 policies
posed a significant thireat to financial stability; Following
amuch mors rapid drop in‘the unemployment fate than
was anticipated at the time that its forward guidance was
adopted, the Bok recently revised its guidance, tying
fift-off of its policy rate not just to the unemployment rate
but to the MPC's overall assessment of spare‘capacity in
the U.K:-economy. in another effort to stimulate growth;
the BoE and UK. Treasury extended the ferigth and
terms of their Funding for Lending Scheme, which was
designed to encourage fending to households and smali-
and medium-sized enterprises; howevet, in Noveimber, in
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light of a pickup in the housing market, the terms of this
extension were changed to remove support for lending to
households while continuing to support lending to smalt-
and medium-sized enterprises.

The ECB continuied to offer three-month funds through its
tonger-term refinancing operations; however, as financial
conditions improved in the euro area, many banks began
to repay funds borrowed from earlier, three-year, ECB
ioan operations, and overnight interest rates began to drift
up somewhat. In light of a stifi-fragile economic recovery
and declining inflation, the ECB sought to provide further
monetary stimulus, using both conventional monstary
policy and forward guidance. The ECB cut its benchmark
policy rate by 25 basis points in both May and Novermber,
lowering the rate from 75 fo 25 basis points. At its July
mesting, the Governing Council of the ECB issued
forward guidance by announcing that it “expects the key
ECB interest rates to remain at present or lower levels for
an extanded period of time.”

In the United States, the Federal Open Market Committes
{FOMC} maintained the pace of large-scale asset
purchases through last year, continuing to add to its
holdings of agency MBS and longer-term Treasury
securities at a pace of $40 bilfion and $45 bilion per
month, respectively, At its December 20138 meeting, as the
outiook for labor market conditions continued to gracually.
improve, the FOMC announced that, starting in January,
it would modestly reduce the pace of its purchases of
agency MBS and longer-term Treasury securities to $35
bition and $40 bitfion per month, respectively. At the
same time, the FOMC reinforced iis forward guidance on
the path of the federal funds rate, indicating that it would
consider not-only the unemployment rate but also other
indicators—including additional measures of fabor market
conditions, indicators of inflation pressures and inflation
expectations, and readings on financial developments—in
determining how long to maintain a highly accommodative
stance of monetary policy. Based on these factors, the
FOMC anticipated that it would fikely be appropriate to
maintain the current federal funds rate target well past
the time that the unemployment rate declined o below
6.5 percent, especially if projected Inflation continued to

run below the FOMC's 2 percent longer-run goal. With
incoming information broadly supporting the FOMC's
expectation of ongoing improvement in labor market
conditions and inflation moving back toward its fonger-
run objective, the FOMG arncuriced further modest
reductions in the pacé of asset purchases at its January
and March of 2014 meetings; bringing the pace of
urchases to $25 billion per month for agency MBS and
$30 biliion per morith for Jonger-term Treasury securities.

The relatively modast EM currency market reaction

1o the FOMC’s December 2013 and January 2014
announcements could be attributed to the fact that
expectations for a reduction in the pace of purchases
were already priced into the market, Indéed, there

had been mare market turmail in-May. and June of last
year, when speculation that the FOMC-wauld begin fo
reduce the pace of its agset purchases first intensified
{Chart D.3). Long-term interest ratey In the United States
and other foraign economies indreased substantiaily at
that tims. Interest rates in sore EMEs increased, however.
the dofiar appraciated against most othet cufrencies.
Some EME central banks. afso intervened to support

their currenctes, However, these respohses were not
uniform; central banks in some of the EMEs with stronger
fundamentals, including Mexico and South Korea, had
anough leeway 10 cut their policy rates as economic
growth moderated.
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5.3.24 Selected Equities Indices 513 Equities and Commodities
Index As Of 31-Mar-2014 Inddex Erpsitioe
o 180 Equities
L Al major equity indices in advanced
140

economies exhibited significant gaing in
2013 (Chart 5.1.24). The rise in developed
market equities

Nikkei 225

120

as bolstered by an improved
100 4 global growth outlook, low interest rates, and

0 accommodative monetary policy {see Box ID).

In the United States, the price performance of

80 equity indic

s continued to be positive, with a

% 40 gain of over 20 percent for the $&P 500 Index

Jut0g Juk09 Juli0 Judi1t Jutt2 Jub13

since April 2018, Gorporate equity vatuations
increased notably, as the pric

Source: Haver Analytics Note: 01-Jul-2008 = 100, lo-earnings
ratio for the S&P 500 rose over the course
of the year {Chart 5.1.25). These increased

valuations reflected corporate earnings growth

that started to shift from cost savings to a vise
5.1.25 S&P 500 Key Ratios in sales and revenue. I the euro area, the
Percent As Of: 31-Mar-2014 Percent Euro Stoxy Index rose by approximately 22

ES 49 percent since April 2013 (Chart 5.1.26). In the
United Kingdom, the FTSE 250 index rose t

percent. Finally, Japanese equity markets rose

by 22 percent.

In contrast, EM equities declined significantly

P/E Ratio N K
{left axis) over the past year. The declines were led by
Brazil and Russia, which fell by 10 percent

and 15 percent, respectively, and were

52302 2004 20}35 2008 2010 zo‘xa 2014 o reflected more broadly in the MSCY Emerging
Markets Index, which was down 4 pervcent.

Source; Bioomberg, L.£ Underperformance in EMs reflected concerns

regarding economic activity, credit conditions,

and exchange rate risk. Chinese equiry markets

also weakened due to economic growth

5.1.26 Returns in Selected Equities indices concerns as the Shanghai and Hang Seng
indices fell 9 and 1 percent, respectively. In
Changa from Change from N X ’
1-Apr-2013 1o 5-Yaar Low to Russia, equity markets fell sharply at the start of
31-Mar-201¢ 31:Mar:2018 . N :
Major Ecanomies March 2014 in response to tensions around the
US. (5&P) 20% 1319 norted annetati C Crimen i Tkraine
Euro {Euro Stoxx) 22% 570 purported annexation of Crimea from Ukraine,
dapan (Niker) 22% 2% political instability and violence in Eastern
UK. (FTSE) 3% 8% s . ) ) e
Solvcted Europe Ukraine, and potential repercussions from U.8.
Germany (DAX) 23% and FU sanctions.
Fraace (CAC) 18%
taly (FTSEMIB) a1%
Spain (1BEX) at%

LS. equity market implicd volatility, as
Emerging Maskets ’ i

Brazif (Bovespa) 20% measured by the Chicago Board Options

Russia (RTS) 9% . . .

India (s;,,se'x, 126% Exchange Volatility Index (VIX), averaged

China (Shianghai SE) 4% roughly 14 percent in 2013, This marks a return
+ong Kong (Hang Seng} 545 iy

of the VIX not only to pre-crisis levels, but also

Source: Capital 1Q

2014 FEOC /4 Annual Report
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toward the lowest levels of the past 20 vears 5127 Market Volatilty
{Chart 5.1.27). Implied and realized volatility
flucenated significantly during the year, with the pz’ge"‘ As OF: 31-Mar-2014 pe’cgg’
VIX ranging between 12 and 21 percent. The a0 0
fluctuntions were most acute in early May when 2 70
discussion of tapering by the Federal Reserve o 50
increased, around U.S. fiscul negotiations in o 5
October 2013, and again in January 2014 when N w0
EM asset price volatility rose amid increasing 20 20
global growth concerns. 2 20
10 10
0 . . . Jy
Oil prices varied within a narrow hand and 1962 1904 1096 1999 2000 2002 2004 2006 2008 2010 2012 2014
experienced less volatitity than in prior vears Source: Capital 10
as sharp U.S. domestic supply growth offset
sanctioned Iranian exports, reductions in
Libyan supply, and shocks to the geopalitical
risk premium due to the conflict in Syria.
Consequently, average retail unleaded gasotine
prices in the United States experienced more
muted seasonal price spikes in comparison with
prior years. The difference between West Texas
Intermediate, the principal U.S. oil benchmark,
amd Brent, the international benchmark,
narrowed in 2013 but the spread between
the two persists with a backdrop of further
projected gains in domestic encrgy production.
Growth of natural gas production in the United
States has slowed as producers have shut down
projects or shifted their focus to otl and other
more high value liquids amid the low U.S,
natural gas prices of the last {ew years. However,
asurge in demand due to unusually cold
weather led to a spike in natural gas prices in
early 2014, 51.28 Commaodities
index As Of: 31-Mar-2014 index
Industrial metal prices that are heavily 140 - EEREw o T 140
influenced by demand from Asia remain 120 | i ¥ 120
depressed refative to 2011 peaks as market 100 kNatural Gas 00
participants coalesce around lower growth -
expectations for Asia and the emerging world % &
more broadly (Chart 5.1.28). 80 50
40 40
20 20
o . o
2008 2009 2010 2011 2012 2013
Saurce: Energy information
Administration, &P, Haver Anatytics Nate: 01-Jub-2008 = 100.
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5.1.28 National Repeat Sales Home Price Indices 514 Real Estate Markets

dex Asot Feneoss o Housing Market Overview
Corel.ogic : Housing prices in 2013 continued to recover,
{including S
distressed sales),

150 i /

200

200 though the pace of recovery slowed in the

second half of the year as mortgage rates
rose following increased uncertainty and

160 anticipation around the timing of Federal
140 Reserve tapering. Home prices in January
2014 were up 7.4 percent over one year earlier
120 0 ccording to the FHEA's repeat sales home
g ¥
100 100 price index (Chart 5.1.29), which reflects sales

2000 2002 2004 2008 2008 2010 2m12 2014

Source: Carel.ogic, FHFA,
Haver Analytics. Note: Gray bars signify NBER recessions.

of single-family detached homes purchased
with conforming loans. From March through
Qctober 2013, seasonally adjusted monthly
existing home sales remained the highest
since 2007 with the exception of November
2009, New s
to stowly recover, rising 4.5 percent over one

igle-famnily home sales continued

year earlier in December 2013, still well below
historical norms, as both sales and supply of
new homes remained muted. Housing starts

followed a similar pattern,

sing 4.2 percent
over one year earlier in December 2013 to a

seasonally adjusted annual rate of 1.0 million

units, still well below the historical average rate
of 1.5 million units, Macroeconomic factors
such as unemployment contribute 1o the low
demand for new housing units, as do low rates
of houschold formation that have averaged
around half historical levels since 2006,

Refinancing, which made up over three-fifths of

the dollar volume of mortgage originations in

2013, fell considerably during the course of the
5.1.30 Monthly Originations by Purchase and Refinance year (Chart 5.1.30). While mortgage purchase

OF

Bitlions of USS As OF Dec-2013 Percent ginations vecovered slowly, climbing to a

100 R 8 two-vear high of $30.

billion in July, refinance

v originations fell in each month of 2018 from a
highof §

80

4 billion 10 $12.2 billion by vear end,
Overall, total originations fell in each month
except May and purchases have outpaced

refinancing o

ginations since October of 2013,

2 The performance of owstanding loans

Purchase Y improved significantly since 2012, Delingquent
{ieft axisy

o loans declined from 3.1 million in December

Q
5 2 7 2013 PO
2008 2007 2006 2005 2030 2013 2052 2013 2012 1o 2.7 million in December 2013, partly

Source: Corelogic, FHILMG cue to reduced rates of negative equity and

2034 FSOGC #/ Annual Repurt




improved macroeconomic conditions. As a
result of price increases, completed foreclosures
on underwater loans, loan modifications, and
the amortization of older loans, the fraction

of mortgages with negative equity declined
markedly from 21.6 percent at the end of 2012
to 13.3 percent in the fourth guarter 2013

with the total value of negative equity falling
from $628 billion to $¢

same period {Chart 5.1.31). The backlog of

98 billion during the

mortgages in foreclosure has also showed signs
of toprovement (Chart 5.1.82), The share of
loans with payments more than 90 days past due
dropped from & percent to 2.6 percent between
December 2012 and December 2013 and the
share of all loans that were delinquent fell from
7.5 to 6.7 percent. Over the same period, the
share of mortgages in foreclosure dropped from
3.7 percent to 2.9 percent.

Current credit standards remain more
conservative than prior to the financial crisis,
The average FICO score of individuals receiving
purchase mortgages from Fannie Mae and
Freddie Mac reached a two-decade high of 766

in June 2013, Borrowers with credit scores of

760 and above make up an increasing volume of

all purchase mortgages. The portion of first lien

purchase mortgages that went to borrowers with
credit scor

s in this range rose from 47 percent
in December 2012 to 53 percent one year later
{Chart 5.1.33). How

of credit loosening in refinancing, with the

ver, there is evidence

pm’ti(m of refinance mortgage volume going o

with credit scores of 760 and above

borrower
falling from 57 percent 1o 45 percent over the
same perfod. With refinances making up the
bulk of mortgages for 2013, the percentage of
banks reporting looser standards in the SLOOS
exceeded the percentage reporting tighter
standards by 4.6 1o 8.7 percent throughout the
year. While Ff
progr

and the GSEs have made

in developing a new representations
and warranties {ramework, lenders reportedly

continue to employ tighter standards above
minimum GSE credit standards, reflecting the

perception of increased put-back risk associated

with lower-credit-quality and higher loan-to-

value ratio loans.
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51.31 Mortgages with Negative Equity
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5134 Servicing Growth: Banks vs, Nonbanks
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Over the next few years, the bulk of home
equity line of credit (HHELOC) originations,
which were made in increasing volumes leading
up to the crisis, are approaching the end of
their draw periods, meaning that homeowners
face the beginning of repayment of the
principal borrowed and in some cases balloon
payments of their entire principal balances.

In 2014, roughly $23 billion in outstanding
HELOC balances are expected to reach the
end of their interest-only periods. Another
estimated $41 billion will reach the end of their
draw period in 2015, followed by $49 billion in
2016 and $54 billion in 2017,

Investor activity in home purchases increased in
2013, particularly in regions that experienced

significant home price increases over thi

me
period. Investors purchased homes for rental.

They also participated in this market via equity
REITs, I addition, the fi
securitization bond was issued in late 2018 with

rst rental property
the potential for more issuance in the future.
commercial banks and thrifts continued to

wransfer MSRs throughout 2013 {Chart 5.1.34).
By the end of the year, banks held $5.4 trillion

in unpaid balance, down $758 billion from
2012 as many banks sought to reduce holdings
subject to enhanced capital requirements that
begin to go into effect in 2014, In contrast,
nonbank holdings increased by $806 billion to
$1.7 willion.

At their peak in 2006, prior to the financial

crisi ritization

s, private portfolios and sec

comprised nearly 70 percent of mortgage
originations. With the collapse of the MBS
market and the onset of the financial crisis,
private capital dried up in mortgage markets,
leaving government and agency guarantees to
back over 90 percent of originations in 2008
{Chart 5.1.85). With the housing recavery, a
limited amount of private capital has taken
on credit risk, primarily in jumbo loans for
very high-credit-quality borrowers. However,
private capital still has less than a third of

the market share it had at its pre-crisis peak.

Today, the share of all originations through
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the Federal Housing Administration (FHA),
the U.S. Deparument of Veterans Affairs, and
GSEs stands at 81 percent. There is evidence
that risk-bearing private capital is reentering
the market primarily via portfolio lending

and whole loans rather than securitization, in
part due to barriers to investor reviews of the
underwriting of securitized loans that persist.
Although private securitization volume doubled
in 2013, it sull remains less than one percent of
all originations.

The GSE
refinancings in 2013 through December, with

completed nearly 4.1 million

the Home Affordable Refinance Program
representing 22 percent of this amount. In
acidition, the FHA Streamline Refinance

program completed nearly 512 thousand

refinancings. With the uptick in interest rates 51.36 Issuance of RMBS

and depletion of refinance-cligible homes, the Tritions of US$ As OF: 2013 Tridions of US§
GSEs” refinance vohime decreased in the fonrth 30 & Nonagancy ‘
quarter of 2013 by 63 percent over the fourth . g | Agency |25

quarter of 2012,
20

Government Sponsored Enti
Through the third quarter of 2013, the 10
GSEs accounted for approximately 76

percent of MBS issuances, with practically

all remaining issuances coming from Ginnie Q . > . 0.0

Mae {(Chart 5.1.36). As market conditions 2000 2002 2004 2005 2005 2010 2012

recovered, the financial health of Fannie Mae Source: Thomson Reuters, Dealogic

and Freddie Mac also improved. Fannie Mae Fanniz Mae, Freddie Mac. SIFMA

and Freddie Mac posted net incomes of $84.0

biflion and $48.7 billion, respectively in 2013

{Chart 5.1.37). While the health of these

enterprises has improved, their recent profits 5.1.37 GSE Netincome

are not expected to be indicators of steady Sifions of USS As OF 2013 Q4 Biffians of US3

future profits, particularly because most of the 80 80
BB Fannie Mae

2013 income came from one-time sources such FHS Freddie Mac

as the release of loan loss reserves. 40 4

In 2013, under FHFA guidance, the GSEs @y E %

completed three transactions which were X X ) . ; .

aimed at minimizing taxpayer risk by sharing R R } ‘I»FFF?\H mrﬁwlkﬂk j£ o

credit risk with private investors who pre-fund 20 | 20

collateral at the time of transactions. These

transactions accounted for the bulk of the -40 -40

GSEs eredit risk-sharing transactions associated 2006 2007 2000 2009 2010 2017 2012 2013

Source: SNL Financial
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5.4.38 Commercial Property Price indices with $75 billion in mertgages that were
completed in 2013, The remaining transactions
“:‘?g'x AS OF Jan-2014 ‘r‘ffo’( were based on insurance structures.
00 00
o b ’ Commnerciad Real Estate
a6 Commercial real estate (CRE) markets
70 continued to improve in 2013. Price indices rose
50 in CRE markets {Chart 5.1.38), though price
50 } 50 appreciation for rerail properties continued
40 14 to lag the rest of the sector. Delinquency rates
3 | ek e 30 on CRE loans at banks continued to improve,
2n LMOOdy'S/BOA CPPI - National | 20 falling from 4.12 percent in the fourth quarter

Mar08  Mar08  Marid  Marii Mar12  Martd

Source: Aeal Capital Analytics,
Moacdy's Investors Service Note: Mar-2008 = 100.

of 2012 to 2.46 percent in the fourth quarter of
2013.

Commercial REIT!

unsecured notes in 2013, higher than any year

sued almost $27 billion in

in the preceding decade, Private commercial
5.1.39 CMBS New Issuance o ARG
mortgage-backed securities (CMBS) issuance

Biions of US$ As Of 2013 Siflions of USS rose in 2013 10 $81.6 billion, a level in line

250 S Agency with years prior 1o 2005 {(Chart 5.1.39). Market

200 EEE Non-Agency 200 participants expect issuance to slow due to
the rising raie environment. Meanwhile, the

180 150 reduction in CRE delinquencies at banks is
reflected in CMBS as well: the fraction of CMBS

100 100 ioan balances in Fitch-rated deals that were 60
or more days delinguent or in foreclosure fell

50 50 from 7.99 percent in December 2012 1 5.98

percent in December 2013, This improvement is

0 > - o also reflected in slightly lower CMBS senior debt
2201 2003 2005 2007 2009 2011 2013 ) ) . .
spreads (Chart 5.1.40). However, refinancing
Source: Commercial Mortgage Alert . N . . . i
E 929 visks for these CMBS could be significant if
cash flows from the properties do not increase

enough to support higher rates in the future.

5.1.40 CMBS Senior Debt Spreads

Bagis Points As Of: 27-Mar-2014 Basis Points
250 250
200 P 200
Non-Agent ;
1 3 5
s H LLL CMBS Spy %0

[

50 F \A\—V\“ fn\/ 50

0 o
Apritt Ocrtt Apri2  Octt2  Aprid  Octtd
Note: Spread of Non-Agency 3.0
Scuree: Barclays AAAS-Year CMBS 1o Swaps.
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5.2  Wholesale Funding Markets

Shortterm whelesale funding markets provide

financial intermediaries with funds, on a

secured or unsecured basis, that supplement
other funding sources sach as retail deposits
and long-term debt, Major short-term wholesale
funding types include federal funds, GP, repos,
certificates of deposit (CDs) and large time
deposits. Financial institations have varying
reliance on short-term wholesake funding.

ULS, branches of foreign banks and broker-
dealers tend to rely more on short-term
wholesale funding than demestic banks, which

have ace

s to U8, retail deposits. Sources of
short-term wholesale funding include cash

on balance sheets of nonfinancial companies,
MMFEs, reinvestments of cash collateral obtained

from securities lending activities, and cash held

by mutual funds, pension funds, and sovereign
wealth funds. Domestic banking firms’ reliance
on short-term wholesale funding measured as
a share of retail deposits has decreased sinee
the financial crisis, The decreased reliance on
wholesale funding primarily reflects growth in
retail deposits (Chart 5.2.1)

521 Commerciai Paper, Asset-Backed
Commercial Paper, and Large Time Deposits

CP owtstanding of $952 billion in December
2015 was essentially unchanged from a year ago
{Chart 5.2.2), Asset-backed commercial paper
(ABCP) cutstanding continued to decline over
2013,
CT’]’ sis

extending a trend since the financial
As of December 2018, ABCP accounted
for 28 percent of total CF outstanding, while

financial CP and non-financial corporate CF

accounted for 52 and 20 percent, respectively,

Overall, domestic CP outstanding {excluding
ABCP and including both financial and non-
financial CP), was generally stable over 2013
{Chart 5.2.5). Domestic financial CP issuance
declined to all-time low levels, which market
participants largely atiributed to a reduction in
demand for short-term funding from domestic
banks, as noted above. In contrast, domestic
non-financial CF outstanding modestly

100

§.2.1 Composition of Bank Short-Term Funding

riions of USS A5 Of 201304 Percent
160
9 140
-
8 120
7 b i s ! 100
6 y . o 4 80
ey > )
5 L ) /ét;i/Deposns 80
[ {left axis)
4 40
2003 2005 2007 2009 2011 2013

Source: FDIC, Federal Reserve,
Haver Analytics

5.2.2 Commercial Paper Quistanding

Trifiions of USE As O Mar-2014 Tritfions of US$
25 25

W Other
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B Financiat Issuers
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Source: Federal Reserve,

Haver Analytics
5.2.3 Gommercial Paper Quistanding

AS Of: 26-Mar-2014 Biions of US$
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5.2.4 U.S. MMF Holdings of European Entities’ CP, CD, and Repos

Billions of USS As OF Mar-2014 Billions of USS
450
400 400
350 380
300 300
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200 ’ : 200
50 b e s ) ’ 150
100 ABCP issued by European Entities 1o
50 I e e ]
Q . - [+
Noviit Aprii2 Sepri2 Fet:13 Jub13 Dec:i1d

Source: SEC Form N-MFP

filings, OFR Calculations Note: Assels valued at amortized cost.

5.2.5 Premium for Borrowing U.S. Dollars for 3 Months

Basis Points As Of: 31-Mar-2014 Basis Poinis
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Note: Pramiur for borrowing U.S. doiiars is the

Sowrce: Bioomberg, L.P negative of the 3 month Eure-U §. Dollar FX Swap,
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increased, consistent with increased overall

corporate funding needs.

Foreign CP outstanding increased hy
approximately 30 percent year-over-year in
2013, driven by increased issuance by euro area
financial institutions. This has generally been
attributed to improving investor sentiment
with regard w Europe and low U.S. money
market rates prompting some “search for

ield” behavior. Consistent with these trends,

S. prime MMFs increased the amount and
extended the average tenor of their unsecured
eure area exposures (Chart 5.2.4). However,

prime Fs continue to have small direct

exposure 1o peripheral euro area institutions.
U
which include wholesale CDs, modestly

commercial bank large time deposits,

increased in 2013 to reach $1.6 trillion. Similar
to dynamics in the CP market, growth was

fed by deposits at foreign institutions, which
increased 14.2 percent. Large time deposits

at domestically chartered banks declined 4.1
percent,

Consistent with relatively benign conditions in
offshore USD funding markets, the premiam

for borrowing USD via FX swap markets
remained small (Chart 5.2.5). Moreover, the
premium for borrowing USD against enros

in the three-month tenor was negative in late
2013. This indicates the existence of a premium
for borrowing euros, which happened for the
firsy time since early 2008, reflecting eased
conditions in dollar funding markets and
tighter conditions in euro money markets,

522 Repo Markets
Arepo is the sale of securities for cash with
an agreement to buy back the securitics ata
specitied dare and price. Thisa

ngement
resembles a secured loan with securities as
collateral. Securities broker-dealers play a
significant role in repo markets. There are
three repo market segments; the tri-party
market, in which broker-dealers primarily
obtain funding from cash investors and transact
utilizing the collateral management and



settlement services of the two tri-party repo

clearing banks (JPMorgan Chase and Bank of
New York Mellon); GCF repo, which is centrally
cleared by FICC over the tri-party platform;
and bilateral repo, in which transactions are

executed without the services of the two tri-

party clearing banks.

Repos outstanding decreased in 2013, as
istics

measured both in the tri-party repo s
and in the Federal Reserve Bank of New York
(FRBNY) primary dealer survey (Chart 5.2.6).
The decrease was particularly pronounced for
agency MBS and, to a lesser extent, Treasury
securities. Many institutions reduced their
reliance on wholesale funding more generally,

both repos and other forms of wholesale
funding, in response to an influx of retail
Market observers also have cited

deposi
other factors in reference to the decline

in Tepo activity, such as the purchases of

iBS by the
Federal Reserve, as part of its large-scale asset

Treasury securities and agency

purchas s well as deleveraging by financial
institutions in anticipation of enhanced capital

regulations, notably the supplementary leverage

ratio. The relative s

z¢ of the primary dealer

term vepo market compared to the overnight
repo market remained similar in 2018 versus
the prior year {Chart 5.2.7).

The majority of tri-party repo financing
remains collateralized by assets that are
eligible for use in Federal Reserve open market
operations, such as Treasury securities, agency
debentures, and agency MBS, As of December
2013, these types of collateral accounted

for 75 percent of all tri-party repo collateral
(Chart 5.2.8). The remaining 25 percent

of collateral used in tri-party repos includes

corporate bonds, equities, agency and private
tabel collateralized mortgage obligations, ABS,
CP, other money market instruments, whole
loans, and municipal bonds. Faireuts in the
tri-party market have heen stable in the last fow
vears across all collateral classes, suggesting an
unchanged stance towards collateral quality
ard potential price volatility.
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5.2.6 Value of the Repo Market
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5.2.7 Primary Dealer Repo Agreements
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5.2.8 Collateral in Tri-Party Repo
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§.2.9 Share of Securities Lending by Lender Type

As Of: 31-Jan-2014 Perceant of L

Percent of Lending
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5.211 Composition of Securities Lending by Security Type
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While risks to financial stability remain in the
tri-party repo market, over the past two years,

the indnstry has made significant progre
implementing the vision of the Tri-Party Repo

Infrastructure Reform Task Force

{see Section 3.1.1).

523 Securities Lending

Securities lending is a transaction involving
the temporary transfer of a security by one
party {the lender) to another (the borrower),
in exchange for collateral in the form of either
cash or non- cash instruments, Institutions
may want to borrow securities to facilitate
short selling, for derivative hedges, to deliver a
seeurity to another party to settle a transaction,
or to obtain a particular security to post as
collateral in another wansacton. The main
lenders of securities are institutional investors,
such as pension plans, mutval funds, and
insurance companies (Chart 5.2.9), The main
borrowers are hedge funds, broker-dealers,
derivatives traders, and market makers. Most

domestic securitics lending is done against cash

collateral. Typically, the lender of asecurity

pays an interest rate to the borrower for the
cash collateral. Lenders seek to carn a higher
return by investing the cash collateral in a MMF
or other shortterm investment fund which,

in turn, may invest in GP, repos, and other
short-term wholesale funding instruments as

discussed above,

The global value of securities lending
transactions remained fairly flatin 2018, atan
average vatue of around $1.8 trillion, effectively
unchanged from 2012, according to available
estimates (Chart 5.2.10). The composition

of assets being lent, both globally and in the
United States, remained congsistent with 2012,
with government bonds and equities continuing
to comprise the vast majority of securities

lent in 2013 {Chart 5.2.11). Overail, market
commentary suggests Hide change in lending
terms throughout 2013, which is further
supported by results of Senior Credit Officer
Surve

s on Denler Financing Terms.



Both securities lending on a cash-collateral
Basis and on a now

sh collateral basis pose
some risks. In securities lending on a non-

cash collateral basis, a party usually swaps, or

remporarily exchanges their lower quality assets,
by posting them as collateral for higher quality
assets, such as Treasury securities, This process
is typically termed “collateral transformation.”
Ri
the value of the lower quality collateral could

of collateral wansformation are wwofold:

decline beyond the initial margin such that
additional collateral must be posted to maintain
adequate overcollateralization, which can force
deleveraging if the borrower does not have

the additional collateral needed: and financial

institutions providing collateral swaps might
introduce additional counterparty and Hquidity
risk exposure,

As is the case of non-cash collateral, loans

of securities against cash collateral also

pose risks. Before the crisis, cash collateral

was often reinvested in assets with longer
weighted-average maturities, causing significant
maturity and credit mismatches between their
invested assets and their Habilities (cash) that
became problematic when collateral needed

to be returned on a same-day basis. However,
despite recent data showing an increased

the

share of lending on a cash collateral basis,

weighted-average maturity of cash reinvestment

remains well below levels seen in the pre-ex
timeframe (Chart 5.2.12), which suggests that
the fovestment serategy of these cash collateral
reinvestient pools remains conservative, at

least with respect to daration risk,
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5.2.12 Securities Lending Cash Reinvestment

Trilfions of US$ As OF 2013 Q4 Days
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5.3.1 Aggregate BHC Pre-Tax incoma
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5.3.2 Return on Average Assets for BHCs > $108
Percant As Of: 2013 Q4 Percent
15 { 15
10 ?: 1.0
i
05 ég; 05
oo il 0.0
0.5 0.5
-10 -1.0
-5 -15
1996 1998 2000 2002 2004 2006 2008 2010 2032
Saurce: FR Y-3C
5.3.3 Annualized Net Interest Margin
Percent As Of: 2013 Q4 Percent
4.0 4.0
an 138
a6 3.8
34 3.4
32 32
ae 30
28 28
28 28
2.4 2.4
22 22
2.0 . . 20
2000 2002 2004 2008 2008 201¢ ene

Note: For demestic BHCs

Source: FRBNY Quarterly Trends Report and commercial banks.

i FSOC // Annual Report

5.3  Bank Holding Companies and
Depository institutions

5331  Bank Halding Companies and Dodd-
Frank Act Stress Tests

Performance

BHCs are companies with at least one

commercial bank subsidiary. Subsidiaries

of BHCs may also include nonbanks such as
broker-dealers, investment companies, or
insurance companies. As of the fourth quarter
of 2013, there were 1,054 BHUs in the United
State:
than

s {excluding Puerto Rico} with greater

500 million in assets, whose aggregate
assets totaled §18.0 trithon.

The domestic banking sector in 2013 continued
10 face a challenging interest rate environment,
enhanced regulatory requirements, and a
sluggish, but slowly recovering, macroeconoric
environment. Beginning in May 2013 and
continuing for the remainder of the year,
shifting expectations about the timing of the
Federal Reserve’s reduction in asset purchases
resulted in higher Treasury yields that weighed
on capital markets and mortgage banking
revenues. Despite headwinds, earnings grew

in the sector in 2013, mostly as a result of
expense control measures and lower loan-

joss provisions as credit quality continued to

improve. Aggregate pretax income for all BHCs
increased 25 percent in 2013 to §199.1 billion
{Chart 5.5.1). Nevertheless, the return on assets
across BHOs remained lower than the levels that
prevailed in the 10 years before the crisis {Chart
5.3.2).

BHC net interest margins (NIM) continued

1o decline through most of 2013, as they have
for more than a decade, although the rate of
compression decelerated {Chart 5.8.3). NIM
compression was driven by the ran off of
higher-yielding securities amid refatively low
reinvestment yields and increased corapetition
across some loan categoties. In addition,
deposit costs remained near the zero-bound,
limiting the extent to which BHCs could benefit
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from lower funding costs, Moreove

some large

5.3.4 Total Residential Morigage Originations
BHCs took steps to increase holdings of lower-

vielding, high quality liquid assets to improve i’g?”s otuss As QR 2013 Q4 Gilfiors of ‘;‘CSOS
their Hiquidity profiles, further pressuring BES Purchases
NIV 500 BB Refinancings 500
s . . . 400 400
The rise in Treasury yields and steepening of
the yield curve that began in May 2013 have 300 300
not yet transtated into wider N1Ms. Further,
L 200 200
short-term rates remain low, so banks have not
benefited from yield increases on their floating- 100 100
rate assets. BHCs mitigated the effects of the
. roqsed rate envir o N h R riOnS 0 . Q
compressed rate environment through various Va3 Jun1a Sep1a Dec13
cost control measures, including restructurings Sourse: Morigage Bankers Associatian
and compensation reductions, For example,
some banks began reducing expenses in
their morigage banking businesses in the
Iatter half of 2013, as higher MBS rates and
Lo o 5.3.5 U.5. Mortgage Spread
lower origination volumes adversely affected
mortgage-related revenues Percent As Of: 31-Mar-2014 Percent
e 5 55 20
(Charts 5.3.4, 5.3.5). o N
50
. . . 45
Despite continyed margin pressure, the larg 0
. . 4
banks did not appear o assume outsized credit s
or duration risk, although competition for 50
loaus has increased in the mere profitable small . Spread
business and middle market segments, Mowever, 20 ! {right axis)
i 2. 0.4
some smaller banks continue to lengthen the 5
maturity of their asset portfolios, as evidenced 1o . 00
in the estimates of the asset/lHability matarity 2010 2011 2012 2013 2014
and repricing interval gap
R N Source: Bloomberg, 1.P.
{Charts 5.3.6, 5.3.7),
Large BHCs reduced some legal uncertainly in
2013 as a result of setthing certain owstanding
legal matters, primarily related to pre-crisis 5.3.6 Maturity Gap at Large Banks
mortgage lending (see Section 6.1.5). In Density As OF 2013 04 Density
addition 1o reduced legat uncertainty, BHCs 0.25 0.25
- . . . . 2003: Q3 S
henefited from greater clarity on impeunding
regulations {(see Section 6). Neverthel BHCs 0.20 .20
still face ongoeing investigations into certain
e . . . 0.15 015
matters, such as manipulation of LIBOR and
FX markers. These incidents highlight the need 010 010
for BHCs to have effective risk management
policies and practices in place to address 0.05 0.05
potential legal risk.
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-5 Q 5 10 15
Yenrs
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- Aarket indicators
5.3.7 Maturity Gap at Small Banks Markgt indicators )
BHC share prices rose in 2013, As of the end
Og";;y As OF 2013 G4 D:’;ZW of March, the KBW bank index had increased
) 24 percent year over year and implied volatility
020 0.20 had declined (Chart 5.3.8). The market value
of the six largest BHCs increased 31 percent
0.15 Q15 in aggregate and the market-capitalization
weighted-average price-to-book ratio for
010 010 this group was slightly above 1.0 at vear end.
Valuations are at the highest level since early
0.03 0.05 N .
i 2011, though they remain well below pre-crisis
000 . 000 levels (Chart 5.3.9): Five-year CDS &.pr eads
- 15 20 of these six BHCs tightened approximately
Source: Federal s ganis win assets under S0 1ion ppresmstons basedon i 20 10 50 percent in 2013, and Anished the
Reserve of Caif Ranort rongss. i dapasits assumsd (o have 1-ysar maluily

year near pre-crisis levels, due primarily to
continued strengthening of bank halance
sheets (Chart 5.3.10). Advanced systemic risk

stemic risk

X i measures, which attempt to gauge s
5.3.8 KBW Bank Index and Implied Volatifity at the six largest BHCs in real time, continued
index As O 31-Mar-2014 Percent o decline in 2013 and remain well below crisis

levels (Chart 5.3.11).

KBW Bank index
7o {ieft axis)

o5 Capital .
Aggregate capiral ratios, as defined per the
& Yederal Reserve's Capital Assessments and
55 Stress Testing reporting requirements {that is,
50 the Y-14A report) for BHGs increased modestly
in 2018 with the Tier 1 common capital ratio
45 . . - . B .
inereasing 25 basis points to 11.70 percent.
40 R The domestic implementation of Basel 2.5 in
danciz ERH] Jan:13 Jut13 Jani14

January 2013 ted to a large increase in risk-
weighted assets (RWAs) in the first quarter of
2018 (Chart 5.3.12), negative!

I common capital ratios, particularly at the

Source: Bioomberg, L.P.

s affecting Tier

largest banks with significant market risk and

5.3.9 Average P/B and P/E Ratios of 6 Large Complex BHCs trading act

ities. Nevertheless, this decline was
P/B Ratio A5 OF 31-Mar-20%4 B/ Ratio offset by increases in retained earnings, driven
8 70 by positive operating results and by modest
P Ratio capital raising.
5 b (eftans) 80 i 8
80 | s . .
4 Large BHGs, in aggregate, improved their Basel
5 o IH common equity Tier 1 capital in 2013 despite
30 the rise in interest rates during the second
2 : . 20 half of the year. The rise in rates led to a farge

o decline in net unrealized gains on available-for-
sale (AFS) securities portfolios.

0 - . Y
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Source: Bloomberg, L.P. of BAG, C, GS, JPM. MS, WFC.
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During 2013, most BHCs increased their 5340 CDS Spreads of 6 Large Complex BHCs

captial distributions. Dividends paid by BHCs

that participated in the 2018 Comprehensive Eisorsoporn:s As OF 33-Mar-2014 Basis Points
Capital Analysis and Review (CCAR) increased
approximately 19 percent in the aggregate while 5
- oL 300 300
share repurchases increased approximately
76 percent from 2012, However, capital
N o . 200 200
cistributions remain subdued relative to pre-
100 w A"V\,\J\‘ 100
Liguidity
Liquidity profiles continued to improve in o 0
! ¥p ! Jul09 Jub1 ERE Jukt2 Jubk13

2013, As of the fourth quarter of 2013, the
Note: Equal-weighted average

consolidated liquidity ratio (liquid assets/total Source: Markt Group Limited O BAC, C, GS, JPM. MS, WEC,

assets) of all BHCs reached 22 percent, far
above historical levels (Chart 5.3.19),

The tmprovement in consolidated lguidity ™
5.3.11 Systemic Risk Measures

ratios since the crisis is driven in part by

inclusion of two large broker-dealers that Index As Of Mar-2014 index

converted to BHCs in 2009, as well as the 8 ¢ &

acquisitions of hroker-dealers by BHCs in 5 5

2008. Broker-dealers typically have significant

holdings of liquid assets, which are often N ¢

encumbered and funded with shorter-term 3 3

wholesale funding (see Section 5.4). s .

in recent years, BHC Hquidity profiles also 1 1

have benefitted from large inflows of deposits,

which have grown 29 percent since the first geb 05 Feb07 Fet;ge Febiit Feg.m

quarter of 2008, compared to 4 percent growth Source: Bioomberg L., Note: Sampte consists of BAC, G, JPM, WFC, GS, and MS.

i total loans. The strong deposit growih, QFR calculations Measures ars standasdized by thelr Mstorical volatity

amid subdued loan growth due to economic

wncertainty and an uneven recovery, has

resulted in BHCs increasing cash balances and

holdings of liquid securities. 5.3.12 Change in Tier 1 Common Ratios for Aggregate U1.S. BRCs
Pergent of RWA As OF 2013 Q4 Percent of RWA

The potential implementation of the LCR i 4

in the United States as part of the Basel 1)

lquidity framework has alse been a driver N : »

for improved lxqm.dn}' pmm. lhf.‘ LCR as 2 » o % 2

proposed by banking agencies, which would be 11.44 -

fully implemented by 2017 il adopted, would 11 11

require banking institutions to hold a sufficient

amount of highly Hguid assets to meet their 10 i 10

Hguidity needs during a short period of severe

Tiquidity stress. B e —— Ter

%igf"\;{v impact of Block Ear Adjustrmants C(i;a\*\ao)w

Source: FR Y-8C
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5.3.13 Consolidated BHC Liquidity Ratio
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Asset Quality

et quality also continued to improve in 2013,

Nonperforming loans declined across all major
categories (Chart 5.3.14), led by declines in
CRE. Restdential toan delinquencies declined
sharply during the vear but remain elevared, as
extended foreclosure timelines in many states
keep longer dated delinquencies from being
resolved (Chart 5.3.15),

Net charge-offs {i.e., reductions to loan loss

reserves) also declined significantly during the
year, with declines across all loan categories,
and in aggregate reached pre-crisis levels. As
of the fourth quarter of 2013, the industry-
wide net charge-off ratio was 63 basis points,

a 37 basis point decline from the prior year
{Chart 5.3.16). Pro

as a share of loans also

stons {i.e., additions to

loan loss reserv

cased to historical Jows in 2015, Loan loss

erves have fallen since 2010, but remain

hily above pre-crisis levels. The ratio of loan
s reserves to annualized net charge offs has
increased sharply over the past three years

as net charge offs (ratio denominator) have

declined much more signifi

atly than loan loss
reserves (rutio numerator) (Chart 5.3.17).

DEASY andd CCAR

In March, the Federal Reserve released the
results of the 2014 annual Dodd-Frank Act
stress tests (DFAST) and the CCAR. A wtal
of 30 BHCs with $50 billion or more in total
consolidated asscts participated in the annual
stress tests and CCAR, including 18 BHCs that
participated in 2013

DFAST is a forward leoking exercise conducted
by the Federal Reserve to evaluate whether

the 30 BHUs have sufficient capital to absorb
losses resulting from stressful economic and
financial market conditions, using hypothetical
supervisory scenarios designed by the Federal
Reserve. In the nine quarters of the planning
horizon covered in the stress test, the aggregate
projected tier 1 common ratio for the 30 BHCs
fell to a minimum level of 7.6 percent under the
severely adverse scenario from 115 percent in



the third quarter of 2013 (Chart 5.3.18). The
sumumary results showed that under the severely
adverse scenario, projected minimum tier
common ratios for individual firms ranged
from 0.7 to 8.1 percentage points lower than
actual tier 1 common ratios in the third quarter
of 2013,

Through CCAR, the Federal Reserve evaluates

the capital planning processes and capital
adequacy of the 30 BHCs, inchuding the firms’
proposed capital actions such as dividend
payments and share buybacks and issuances.
The Federal Reserve considers both qualitative

and quantitative factors in analyzing a firm’s
capital plan. In 2014, the Federal Reserve did
not object to the capital plans of 25 of the 30
BHCs and objected to the capital plans of five
BHCs (Chart 5.3.19), Four of the objections
were based on qualitative concerns about
BH:
obije

ses. One of the

capital planning proc

tions was on guantitative grounds, as

the firm’s tier 1 common ratio fell below the 5
percent threshold under the severely adverse

scenario, Following issuance of the initial CCAR

results, Bank of America Corporation disclosed
that it had incorrectly reported data used in
the calculation of regulatory capital ratios in
the stress tests, Based on these errors, the
Federal Reserve determined that the firm must
resubmit its capital plan and suspend planned
increases in capital distributions, Bank of
America must address the quantitative errors in
its capital plan as part of the resubmission and

undertake a review of its regulatory reporting to

ensure there are no further errors.

As of the fourth quarter of 2013, the banking
industry was composed of 6,812 FDIC-insuved
commercial banks, savings institutions and

BHCs with total assets of $14.7 trillion. There
were 2,056 institutions with assets under $100
million and 666 institutions had assets over $1
billion. The number of institutions fell by 271

firms during 2013 due to failures and merge

Faitures of insured depository institutions
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5316 Credit Quality
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5317 Loan Loss Reserves

Percent As 012013 Q4 Percant
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5.3.18 initial and Stressed Tier 1 Common Capital Ratios
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5.3.19 Federal Reserve’s Actions in CCAR 2014

Non-Objectian to Capital Plan

Oblection to

Capitat Plan
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n Taust
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State Strest
SunTrust

U.S. Bancory
UnioeRanCat
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Citighodn

Gofman Sachs
Husitivgton Bar

aras

g aro first-time COAR particy
Soktman

Source: Federal RESEIVE  capial plan after incosesty 1oparting reg:

ipants, *Bank o

wosubmilied el Capite plaos afler
rouohing resulls of DFAST. Bank ol Amesica s casubiting s
ry captal.

5.3.20 FDiC-Insured Faifed Institutions
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5.3.21 Commercial-Bank and Thrift Pre-Tax income
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2012 2013

FOIC-insured

commercial banks and thrifts.

continue to decline since the financial crisis,

eLs

as 24 institutions with $6 billion in total a
failed in 2013 (Chart 5.3.20), This is the
smallest number of failures since 2007,

As of December 31, 2013, 467 institutions, or 6.9

percent of all institutions, were on the FDIC
“problem bank” list, which includes institutions
with financial, operational, or managerial

weakne

s that require corrective action in
order to operate in a safe and sound manner,
That total is more than 45 percent lower than
the most recent peak of 888 problem banks at
the end of March 2011

commercial banks

Pre-tax income for all TS
and savings institutions totaled $224 biflion in
2018, representing a 12 percent increase from
2012. Contnued improvement in credit quality,
with an asseciated reduction in loan loss

1)14(
principal driver of the recovery in pretax net
income since 2009 (Chart 5.5.21). The positive
trend in asset quality indicators has been

isions and other expenses, has been the

accompanied by a reduction in overall portfolio
visk as evidenced by the post-crisis decrease in
RWASs relative to total assets (Chart 5.3.22).

53.2  U.S. Branches and Agencies of Foreign
Banks

Foreign banks also have a large presence in the
United States. Together, assets of U.8. branches
and agencies of foreign banks total $2.4 tritlion.

By comparison, FDIC-insured institutions-

which do not include TS, branches and
agencies of foreign banks——told $14.7 wrillion
in assets.

Cash and cash equivalents, particularly
reserve balances at the Federal Reserve, have
grown sharply since the crisis and continue to

represent the lar

et category for foreign

branches and agencies (Chart 5.3.23).

U.8. branches and agencies of foreign banks
also dedicate a significant portion of their
balance sheets to loans, Direct C&I loans
outstanding by these banks typically constitute
the largest portion of their joan portfolios.
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The liability structures of U8, branches and 5.3.22 Risk-Weighted Assets and Return on Assets
agencies of foreign banks also vary considerably.

These U.S. branches lack access to the stable P:‘gem As OF 2013 Q4 Pamfg(
7

source of funds represented by househalds’ B Return on Assets (left axis)
“hecking. savings, and other transaction 15 isk-Weightad Assets as a Percent of
checking, savings, and other transaction Totat Assets (right axis) 75
accounts, as they are not permitted ta offer 10
deposits insured by the FDIC, Instead, 05 72
wholesale funding, particularly CDs issued 00
primarily to institutional investors, provides %K g &
the majority of funding for these institutions 05 % .
{Chart 5.3.24), -1.0 8

15 &3
Pre-crisis, U.8. branches and agencies of foreign 2008 2008 2010 2012
banks, in aggregate, obtained wholesale dotlar Source: FDIC, Haver Analylics Note: All EDICHnsured institutions.

deposits in the United States and used those
deposits to provide dollar funding to their
parent organizations and related affiliates,

which in turn used the funds for lending and ) N
Lo o . 5.3.23 U.S. Branches and Agencies of Foreign Banks: Assets
investment, Beginning in 2011, this trend

reversed. For some institutions, flows from Triffions of US3 As 012013 Q4 Teidions of US$
parent and related entities into U.S, branches A BB Other Assets ¥ Non C&l Loans
and agencies served to stabilize U.8. branches 3.5 {itay Secunties Purchased BRI 081 Loans 35
k gencl to st ' with Repurchase g Oash and Balances
experiencing deposit withdrawals stemming 30 Agreement s 4 Fea Due from Depository 130
- . . et Funds St nstitutions {exciuding
from European sovereign and banking sector 25 |8 Net Due o Aot Resesve Balances) 25
R Depository stitutions
concerns. More recently, dolar inflows o L 20 S Reserve Balance: l 2.0
branches and agencies of foreign banks, in 15 1' !““ 15
conjunction with an increase in U.S. deposit 10 [l il J! % ! § 10
fa ag s, 31 e (") e vycaT . \‘\\\
taking (such as negotable CDs) on the part of 05 ¥ 0
these institutions, have funded an accumulation o 00
of reserve balances at the Federal Reserve, 2004 2005 2008 2007 2008 2009 2010 2011 2012 2013 '
Source’ Federal Reserve. Note: Other assets includes governmant secuclifes,
5.93 Credit Unions Haver Analytics assel-backed securitias, and other frading assats,
Credit nnions are member-owned depository
institutions. As of the fourth quarter of 2013,
there were 6,554 federally insured credit unions
with aggregate assets of nearly $1.1 trillion, 5.3.24 U.S. Branches and Agencies of Foreign Banks: Liabilities
More than three quarters of credit unions Triions of USS As OF 2013 04 Trillions of US$
5.000) had assets or § illt 4.0 4.0
{5.090) had assets under $100 million, while [ . T Demasie & Cradt Bamens
426 credit unions had assets ove 0 million. 3.5 Securities Sold with  JEE Net Due to Related 35
Repurchase Depository Insitutions
30 Agreements & Fed 3.0
N N R . . s Puct
Corporate credit unions—uwhich provide critical o5 Funds Puichased 25
services to the broader credit union system— 20 20
continue to consolidate and deleverage as they 5 : ﬁ 15
refocus their business models on providin 10 ! 1 1o
operational support to consumer credit unions, 4 !
. . s 05 a5
raising capital, and adjusting to the new g
sias
o

o, ALOTY GAVIT 3 S ore T 2013
regulatory envivonment. As of December 2013, 2004 2006 2006 2007 2008 2008 201

there were 15 corporate credit unions with Source: Federal Reserve, Nota: Other abilties Ibciudas transastion ccounts,
Haver Analytics non-transaction accounts, and ofher Borrowed monsy.

2011 2012 2013
$18.5 billion in assets serving consumer credit
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5.3.25 Federally insured Credit Union Income unions—a decline from 27 corpor:

unions with $96 billion in assets in

Biifions of USE As OF 2013 Q4 Bitfions of US§ December 2007,
80 80 D
& Noninterest income
45 BB Netinterest income 45 . N N
Annual net income at eredit unions was about
1] " Tt (e 0T (0 P ;
3 30 $8.14 billion in 2013 (Chart 5.3.25), a decline
s s of 3.8 pervent from 2012, The amount of
¢ 9 outstanding loans at credit unions increased
-15 -18 by 8,0 percent {year-over-year) during 2013,
30 80 This was an increase from 4.6 pereent in 2012
" S Provisions s credi ion svstem experienced retur
45 B Noninterest Expense a5 The credit union system t:x»pcuux(cd return
. ¥RE Realized Gains/Losses on Investments &0 on average assets (ROA)Y of 78 basis points in

2006 2007 2008 2008 2010 2011 2012 2013 2013, a decrease from 85 basis points in 2012,

The decling in ROA reverses a foursyear period
ol rising ROA. In 2011 and 2012 ROA increased
even @

Source: NCUA

net-interest marg

in compressed. The

ROA growth during this four-year period was

primarily driven by reductions in provisions for

5.3.26 Credit Union Deposits ons for loan losses have

loan losses. As prov

Percent As OF 2013 Q4 Percent returned to their pre-crisis levels, the industry-
% 85 wide trend of NIMs is more clearly reflected in
earnings. NIMs declined to 2.8 percent in 2013
80 from 2.9 percent in 2012 and are down 43 basis
© points from 2010,
interest Sensitive Deposit N 55
Shate {right axis) A key concern for the industry is ongoing
» 50 challenges related to the low interest rate
\ environment and the eventual transition
N X process to a higher rate environment,
k02005 2007 2009 2011 2013 “® potentially with a flarter yield eaave. Although

interest rate sensitive deposits continue to
Source: NCUA decline as a share of 1o1al Habilities, they
remain well above pre-crisis levels and the
share of money market aceounts and individual
retirement accounts continues to increase
5.3.27 Credit Union Long-Term Assets (Chart 5.3.26). Net Jong-term assets continue to

increase as a share of assets despite the decline

Percent As QR 201304 Percent
40 40 in the share of mortgages mawuring in five years

a5 or longer (Chart 5.3.27. Tt appears that, having
B exhausted other sources of earnings growth,
some credit unions are reaching for yield by
lengthening their term of investments to boost

20 .
E- near-term earnings.,
E§ 15
| o
£
i :
R HE e
2005 2007 2009 2011 2013
Source: NCUA Note: Percent of net long-term assets.
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Investments in total have increased, vising from

19 percent of as

cts in the fourth quarter of
2006 1o over 28 percent in the second guarter
of 2013. Total investments as a share of assets
declined somewhat during the second half of
2013 to just under 27 percent. But over the year,
investments with a maturity of less than three
years fell 13 percent—a decline of almost $25
billion—while investments with a maturity of
meore than three years rose by 81 percent—a
rise of $30 billion (Chart 5.3.28). The slight
increase in long-term interest rates in 2013
has already had a substantial effect on the
market value of these invesuments. At the end
of 2012, credit unions had an unrealized gain
of $2.8 billion from held-to-maturity and AFS
securities. By the end of 2013, this gain had

o

reversed to an unrealized loss of $2.4 billion
{Chart 5.3.29). In addition o federally insured

credit unions, there are 133 non-federally
insured credit unions operating in nine states.
These credit unions, which are insured privately
and not backed by NCUA share insurance, had
$13.4 billion in combined assets at the end of
2013 and served 1.2 million members.

54  Nonbank Financial Companies

543  Securities Broker-Dealers

As of the fourth quarter of 2013, there were
4,578 domestic and foreign-owned securities
broker-dealers registered with the SEC. The
U.S. broker-dealer sector remains relatively
concentrated, with about 60 percent of industry

assets held by the top 10 broker-dealers at

the end of 2013, the largest of which are
ic BHGs or foreign banks,

affilared with domes

Aggregate annual revenues of broker-dealers
4 percentin 2013

increased by approximately
to $71.2 billion, with increases in all categories,
except in trading and other revenues related to
the securities business {Chart 5.4.1),

Assets held within the U.S. broker-dealer
industry declined modestly in 2013 to $4.6
willion (Chart 54.2). Broker-dealer leverage

similarly declined slightly in 20138, after

decreasing markedly during the ¢ to a level

fas

seen in the early 1990s and remaining
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5.3.28 Credit Union lnvestments by Maturity
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5.3.29 Credit Union Unrealized Gains on AFS and HTM Securities
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5.4.1 Broker-Dealer Revenues
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5.4.2 Broker-Dealer Assets and Leverage relatively stable since the crisis. Measured as

total assets as a multiple of equity, broker-

Tritions of USS As Of: 2013 Leverage Falo  dealers operate at 19 times leverage in

BB Total Assets (left axis) © aggregate {well below the peak of 36 times in

2007}, measured as total assets as a multiple of
regulatory capital, broker-dealers operate at 13
times leverage in aggregate.

Dealer assets cor ceurities

primari

Borrowed in securities financing transactions
and trading inventory held for marketmaking

§ . and proprietary trading purposes. After the
2005 2006 2007 2008 2009 2010 2011 2012 2013 financial cris

s, there were significant changes
Note: Leverage is the ratic of fotal 4 e 43 T 20 o
in the composition of net positions held by
Sourca: FINRA assets 10 equity. t b ’

farge dealers operating in the U.S. For example,
primary dealers {dealers that have a trading
retationship with the Federal Reserve) increased

holdings of U.S. government securities and

5.43 Primary Dealer Securities reduced holdings of corporate securities,

Bitlions of USS As Of: 26-Mar-2014 illions of US$ including ABS, agency MBS and agency debt,
400 400 reflecting changes in risk appetite and balance
a0 sheet capacity {Chart 5.4.8).

200 In 2018, further changes occurred in the
100 positions held by primary dealers, which
pared net positions across rate-sensitive assets,
o such as Treasuries, agency MBS, and agency
100 debt. Dealer holdings of Treasuries declined
significanily in the second half of the year.
-Zogm T T Y R T -200 These declines likely reflect a reduction

Note: Gorporats securios Toalios: comorate bonds, commoereis in dealer risk appetite and adjustments to
Source: ERBNY ‘pagser, noo-agency residsntial MBS, and atter CMES.

regulatory changes. It also appears that dealers

were affected by events in May and June

2013 that caused uncertainty on the general
direction of monetary policy, and concomitant
volatility in bond prices and interest rates, In

re

sponse to these developments, dealers sold
off bonds to cut their risk exposures and reduce
inventory {see Box C).

5.4.2 insurance Companies
The ULS. insurance industry is composed of
over 3,700 operating insurance companies,

which are broadly defined by the insurance

produc

they sell: Life insurers provide
coverage for hurnan tife contingencies such
as unexpected death and retivement savings
products Hke annuites, while property and

20614 FSOC /7 Ammeal Report




¢

sualty (P/C) insurers provide coverage on
homes, ¢

ars, and businesses. All figures in this
section are {rom starutory insurance filings,
which only include operating insurance
companies and underestimate the total size of
the U,
such as asset managers and foreign subsidiaries

S, insurance industry because subsidiaries

are excluded. According to statutory data, the
LS. Tife insurance industs

has approximately
$6.0 trillion in assets, which is more than
three times those of P/C insurers who hold
$1.7 wriliion. Approximately 80 percens
of life insurance assets ave held in the 25
largest companies, compared w a 67 percent
concentration for the P/Cindustry,

Life insurance revenue from insurance and

annuity products decreased to $583 billion in

2013 from the record § billion set in 2012,
Expanded product distribution chanpels and a
more favorable interest rate enviromment led to
higher fixed annuity sales, but a number of one-

time transactions and increased reinsurance

cession overcame the improved fixed annuity
sales and led to the decrease in total revenues,
Despite rising significantly in 2018, interest
rates remained well below historical averages
and continued to weigh on life insurance
investment yiekls. Life insurers’ investment
portfolios turn over at a slow rate because
they mostly hold long duration assets until
maturity, Since market interest rates a

below the yield earned on maturing

insurers

verage portfolio yields continued to
decline in 2013, albeit at a slower rate than in
2012. Nonetheless, the life sector’s net income
rose 6.8 percent to $41 biftion, a record high

{Chart 3

life insurers as customers paid higher fees on

4). Rising equity markets benefited
higher equity account balances,

P/C revenue from insurance products increased
3.9 percent to $544 billion in 2013, a record
high. Rates charged by insurers to policyholders
increased moderately in most commercial

lines of business led by strong sales of workers’
compensation and demand for personal auto

insurance. Net ineome in wsed to a record

level of §70 billion, or an increase of 91.5
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5.4.4 Life and Other Insurance: Capital and Net Income
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5.4.5 Property and Casualty insurance: Capitai and Net income

Biffions of USS As Of 2043

Billions of USS

0 400
2006 2007 2008 2009 2010 2011 2012 2013
Source: NAIC
54.6 Life insurers: impact of Low Rate Environment
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45— {ieft axis) 07
—
\_/
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Source: NAIC, SNL Financiat

2014 FSOC 7/ Awmal Report

percent from 2012, as expenses and losses paid
on claims declined and there were no major
storms during the hurcicane season in 2013
{Chart 5.4.5). Improved profitability
increased capital held by P/C operating

insurance entities to $663 billion, or an increase

of 1.4 percent over 2012,

As noted above, fow interest rates present
a challenge (o insure

as et yield on

invested assets continued to decline in 2013
{Chart 5.4.6). Life insurance companies

are more sensitive to interest rates than P/G
companies because investment income accounts
for a higher percentage of revenue (21 percent
in 2013) than for the P/C sector (9 percent in
2013}, In addition, many life insurance and

sed, and a

annuity prodac spread-h:
protracted low interest rate environment may
stress life insurers’ profits as the spread between
investment yields and the rate promised to
policyholders compresses. Legacy products in

particular (including annuities, long-term care,
and universal life insurance with s

condary
guaraniees have been less profitable in the
current interest rate environment, as they were

originally priced and sold under differing

market conditions. To adapt to curvent financial

conditions as well as changing demographic
trends, companies have redesigned offerings
and discontinued product lines, The current
Iow interest rate environment also may affect
the use of captive reinsurance: the low rates
affect the present value of insurers’ contract
oblig
of future obligations), and therefore may

tions {increasing the present values

encourage use of reinsurance for insurance
products with lability valuations that are
interest-rate-sensitive (see Box E).
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Captive insurance entities were originally formed by
corporations and non-profit organizations seeking

to self-insure their own insurable business risks

such as general fiability, workers' compensation,
employee benefits, and automabile coverage:

Over time, commercial fife insurance companies
formed captive reinsurers to reinsure policyholder
risks. As with primiary insurers, captive reinsurers

are reguiated by their ficensing state or country

of domiciie. However, because captive reinsurers
ariginally only provided self-insurance coverage of
business insurable risks as opposed to palicyholder
risks, state captive regulation originally developed
separately from primary insurance reguiation, which
ptaces more emphasis on solvency and palicyholder
protection. Although captive reinsurance transactiong
rnust be approved by both the captive and primary.
insurer’s regulators, the opportunity for regulatory
arbitrage arises because of state-by-state differences
in oversight, accounting, and capital requirements
for thetwo types of entities. In addition, in most
instanices, unlike primary insurers, reinsurance
captives are required naither {o file pubic statutory
financial statements nor to follow the same regulatory
accounting practices as primary insurers,

Some life insurance organizations have besn using
ocaplive reinsurance companies for many years 1o,
at least in part, obtain relief from certain regulatory
requirements. Importantly, the use of captive
reinstrance by a fife insurer impacts results reported
on a regulatory accounting basis rather than U.S.
generally accepted accourniting principles (GAAP)
accounting, For example, life insurance captives
became popuar for reinsuring fevel premium

term life insurance and universal life insurance

with secondary guarantees, Both products have
statutory fiability réserve requirements that exceed
the expected-economic risks and the use of captive
reinsurance transactions allow for the reduction

of required reguiatory capital. In the last decade,

the use of captive reinsurance by iife insurers has
grown significantly and has expanded to other types

of product risks, the full scope of which has yet o be
determined. Of particular concern is the use of captives.
fo reinsure insurance products with liabifity valuations that
are volatile; cyelically sensitive, or interest rate sensitive,
sych as variable annuities with guararnteed fivirig benefits
and fong-term-care insurance,

in addition, captive reinsurers may hold riskier asset
vortfolios, including higher exposures to derivatives, than
is generally permitted under state law for primary insurers,
Also, instead of holding high-qualtity fiquid collaterat in
frust to cover reserves reinsured to captives, insurance
companies can sometimes collateralize a portion of the
reserves held at captives with bank letters of credit that
are guaranteed by their parent holding cormpariies or,

as aliowed-in some states, use a direct guarantee from
the parent holding-company in fieu of any third-party
collateral. If the parent company providing a guarantes

to 8 captive were to 8xperiencefinancial distress and
hecome unable to properly capitalize the captive; the
primary insurer could Iose tredit for the teinslirance on its
statutory balance sheet and could experience a capial
shortfall as a restit. This cotdd compilicate the orderly
resolution of a larga insurance organization, Furthermore,
an insuranice organization could face funding rofover

risk in a pariod of financial distress to the extent that its
captive uses bank letters of credit to support longer-
duration liabilities.

All of these factors:can add complexity and reduce
transparency around the financial condition and
potential resolvabifity of certain life insurance companiss:
Reguiators and rating agencles have noted that the broad
use of captive reinsurance by fife insurers may resuff in
regulatory capital ratios that :Soktemiaily understate figk.
uring times of financial market volatiity when reserve
and capital levels for some products should increase, an
insurance company that Uses captive feinsurance miay not
be required to hold higher reserves and capital: This could
become a financial stability concern if a jarge; complex
insurance organization were fo expetience financial
distress.

Financial Davelopmenis
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datovy Devalopments

State insurance regUtators are continuing
work to address the challenges of state-by-
state differences in the oversight of captives,

" Specifically, state regulators, through-the National
Association of nsurance Commiasioriers (NAIC);
are geeking to develop and then implemant
consistent regulatory controls for reinsuring term
fife insurance and universal e insurarice with. -
secondary guarantees; pioposing changes fo the
NAICs accraditation program for state regulalors
which woutid require LUL.S. reinsufance gaptives
0 be subject to the U:S. solvency famework;
and considering further refinements to-collateral -~
raquirements for captive reinsurance trarsactions
involving letters of cradii. Staté regulators ate also
in the process of preparing for the Implernentation.
of a principles-based reserve valuation system;
which would alfow fife insurers to “right-size”
reserves based on credible insurance company
experience data. The implementation of
principles-based reserving may efirninate the esd
0 use captive reinsurance for the purpose of .
reducing raserves that are significantly Kigher than. |

“expected losess. ;

In addition to the work béing dong by state
insurance regulators; repcrts completed by
Couneit membars. and member aganciss
including the Treastiry's FIQ and OFR have
identified concerns regarding iife insurers’ use

of captives. The Federal Reserve also recently
issued a Supervision and Reguiation Letter
concerning the affects of risk transfer activities on
capital adequacy, which would apply to captive
reinsurance risk transfer transactions for insurance
companies it supervises when they become
subject to the Federal Reserve's risk-based capital
framework. Further, the FIO is monitoring both the
role and impact of captives in the sector and the
potantial for regulatory improvements at the state.
level. X
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5.4.3  Specialty Finance Companies

o ) . . 547 Consumer Loans Ouistanding
Specialty finance companies provide credit

to both consumers and businesses, Examples T:ﬁ;’"s ofuss As QF Mar-2014 Trlfons of US$
of consumer credit include revolving credit

and student, mortgage, and auto loans, while 15 15
examples of business credit include equipment 12 12
teasing, accounts receivable factoring and

other major capital asset financing. Specialty 09 ] 08
finance companies may be either independent 08 06
companies, captives of vehicle or equipment Finance Comparies ‘

manufacturers, or subsidiarics of financial o3 2 08
holding companies. Credit activity in the 20 0.0

2001 2003 2008 2007 2009 2011 2013
- Note: Laans awnen and securiized. Series break in Cecermbar 2040
Source: Federal ReSEIVe, yo. consmer oans autstanding at Tnance companics dgé 1 Shaage
Haver Analytics in ot coftection mathonology. @ray bars signify NEER ropessions.

specialty-lending sector continued to-expand

in 2013, vet still remains below pre-crisis levels.
Overall, nonbank financial companies owned
approximately $855 billion of consumer

toans, $157 billion of real estate loans, and

$402 billion of business loans at year end 2013

(Charts 5.4.7, 5.4.8) 5.4.8 Business Loans Outstanding

Tritions of USS As OF Mar-2014 Tritfions of US§
The securitization market for these credit types Bl e
originated by both bank and nonbank financial 15
companies remained healthy in 2013, while
overall issuance volume declined approximately 2
7.5 percent from 2012 due in part to a decrease 0.8
in securitization of government guaranteed 06 o 08
student foans. In the auto ABS market, which pseateiate ‘

Finance Companies it

comprises the largest sharve of consumer ARS, 0.3
many benchmark prime issuers reduced their oo b : 50
securitization volumes, electing to tap alternate 2001 2003 2005 2007 2008 201% 2013
funding sources, such as corporate bond Sourca: Fedaral ROSEIE, (o oot e otistton o o st o v

Haver Analytics i izt solccton methcrology. sy bars gy NYGR rocessions.

markets. Subprime auto ABS issuance incredsed
car. Student loan ABS

issuance declined in 2013 as the amount of

moderate!

go\'crnm(‘nt-gui!r:m\c(‘d issuance continues to
dwindle after the elimination of the Federal 5.4.5 ABS issuance
Family Education Loan Program in 2010
{Chart 5.4.9).

Billions of USE As Of: 2013 Biliions of USS
250

Student Loans S8 Other
TS CreditCard  BBRN Housing Related

B Auto Equipment %

200

Senior credit spreads on credit card and

awto ABS are slightly wider than they were -

150
at the start of 2013, as the spread widening
that occurred following the June 2013 selloff 100 100

{See Box C) did not fully retrace due to more

moderate demand in anticipation of changes % 50
to the interest rate environment, Subordinate )

tranche credit spreads tightened moderately ¥ 2008 2008 2010 2017 2012 2013
during the second half of 2013, duc to a

combination of reach for yield by investors and Sousce: Thomson Reuters, SIFMA
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5.430 Selected ABS Spreads
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lower subordinate tranche supply relative to
senior tranches (Chart 5.4.10),

5.4.4  Agency RElTs

Agency MBS REITs use shoreterm debt, mainly
in the form of bilateral repos, to fund the

ABS. Most agency MBS
REITs also use derivatives o hedge at leasta

purchase of agen

portion of the inherent duration mismatch
between their assets and lahilities, However,

prepayment risk and basis

risk mit the efficacy
of hedging with interest rate derivatives,
Consequently, agency MBS REITS investment
strategy exposes them to interest rate risk

eld curve and

resulting from changes in they
convexity risks, or the risk of MBS prices falling
atan incre;

£

ing rate when rates rise. Convexity
risk is particularly acute for agency MBS REITs
since their use of leverage can magnify the
negative effects of any material increase in

intere;
REITs
of an increase in financing costs or a pullback

st rate volatility. Additionally, agency

re exposed to rollover risk, or the risk
in the willingness of lending counterparties
to extend credit when their short-term repo
matures,

On net, REITs carn the yield on the underlying
MBS e
the portfolio. REITS earnings are not taxed at

the cost of financing and hedging

the corporate level. They are only taxed when
equity holders receive the earnings in the form
of a dividend. To maintain their REIT status,
these entities must comply with various income
and as

set tests, as well as distribute at least
90 percent of their taxable income to equity
holders

. Given their tax status, dividend payout
requitements and use of leverage, REITs are
able to offer relatively high dividend yields
which some institutional and retail equity

investors find attract

The year 2018 proved to be a particularly
ABS REITSs as
vising interest rates and widening MBS spreads

challenging

ar for agen

weighed heavily on their portfolios, The
events that transpired throughout 2013 gave

observers insight into how these entities wouldd

react to adverse market conditions. In the face



of declining asset values, many REITs sold a
portion of their agency MBS holdings, reduced
leverage and bolstered hedges {Chart 5.4.11).
MBS
posure

The 12 largest publcally traded agency
REITs reduced their agency MBS
by roughly $111 hillion, or 28 percent of

peak holdings. While it appears this REIT
selling may have exacerbated negative price
action in agency MBS, there were no major

market disruptions, The heavy losses and
aforementioned defensive portfolio positioning
resubted in a significant reduction of net
income, which in turn inhibited their ability w

maintain dividend payouts, Correspondingly,

shares of major agency MBS REITS declined
notably, with many falling between 20 and
ear {Chart 5.4.12). The

market value of equity for most REITs declined

80 percent year-over-

10 to 20 percent below their corresponding
book value, a rare occurrence for agency
MBS REITs, When the market value of equity
declines below the book value, agency MBS

REITs will find it difficult to raise ne

¢ equity
capital and purchase additional agency MBS,
On these cccasions, REI'Ts have an incentive
1o sell agency MBS holdings and repurchase

s in the open market, a trend that
materialized and persisted throughout the
second half of 2013, Lastly, despite heightened
MBS pric
MBS REITs did not report any material changes

volatility in tast years’ selloff, agency

to funding conditions.
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54,11 Total Agency REIT Assets and Leverage

As OF: 2013 Q4 Ratio
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5.412 Agency REITS: Return on Assets
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in rgcent years, carry trades have become an incraasingly
popular investment strateqy. “Carry” broadly means

the difference between the yield or return on a financial
contract or asset and the cost of funds. If the yield or
return is higher (lower) than the cost of funds, the investor
is said to have positive {negative} carry. Volatiie swings

in agset prices or spikes in borrowing costs can quickly
erase expected gains from positive carry, A sharp rise

in volatiity among seemingly uncorrelated assets can
cause a forced exit of carry trades leading to market
dislocations,

The carry trade Is most often found in curfency and

fixed income markets: For example, in 2001, an investor
could borrow Japanese yen {JPY), at funding costs close
10 zero, and invest in Australtan (AUD) denominated
government securities visiding over 8 parcent. As long
as the AUD/UPY exchange rate remained stable or the
Australian dollar strengthensd, the investor would maintain
positive carry of about 5 percent or more {Chart Fi}.
This trade persisted untl global asset markets
experienced significant volatility during the summier of
2008. When volatility increased, investors exited this
tradde, which strengthened the yen and exacerbated
currency movements that negatively impacted this
strategy {Chart F.2).

Periods of low market volatility; suchras in recent years,
make carry trades popular amony investors, Persistently
fow interest rates can also incentivize a search for yield
and a higher degree of risk taking in carry trades. These
incentives can fead to a buildup of leveraged risks among
market participants, Should risks become greater than
expected, investors may exit carry trades an a “first out”
basis. Such a scenario, especially in iliquid markets, could
iead to forced selling in which one trade after another is
exited, This could cause negative spillover affects with
financial stability implications to markets and institutions,
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55  investment Funds

551  Monsy Market Funds

MFs are a type of mutual fund that invests

in certain high quality short-term securities as

with

defined hy the SEC. Subject to complianc
the investment res

are permitted
o use the amortized cost method of valuation
and/or the penny-rounding method of pricing
to facilitate a stable NAV, commonly §1 per
share, for subscriptions and redemptions. There
are three main categories of MMFs: prime
tunds, which invest primarily in corporate

debt securitie:

s government and Treasury
funds, which invest primarily in U.S. federal
government securities; and rax-exempt funds,
which invest primarily in short-term, tax-exempt
securities of local and state governments. Prime
MMF:
$1.76 witlion to $1.79 wrillion, while government
and Treasury MMF assets increased from $949
billion to $981 billion (Chart 5.5.1). Tax-
exempt M

ssets increased slighdy in 2018 from

MFs declined from $299 biltion to
$3281 billion. Taken together, MMFs held just
over $3 wrillion in assets as of December 2013,
or about 18 percent of totad murtual fund assets
under management (AUM), according to the
Investment Company Institute.

The last two years

have been a period of

persistent consolidation in the MMF industry,

with the number of MMFs dropping from 629

at the start of 2012 to 555 at the end of 2018,

In the sustained low-interest rate environment,
competitive measures have led fund managers
to offer fee waivers to MMF investors (o prevent
negative net vield, which contributed to fund
consolidation.

During 2013, MMVs decreased liguidity levels
and increased the weighted-average life of
their fund portfolios (Charts 5.5.2, 5.5.3).

In particular, the weighted-average life of
non-traditional repo held in MMF portfolios
tengthened from 17.7 days at the end of 2012 to
30.3 days at the end of 2013,
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551 MMF Assets by Fund Type
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5.5.4 Growth in Assets of the Investment Cempany industry

Trifions of US$ As OF 2013 Trifions of USS
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Source: IC1 Factbook 2013, Flow of Note: Other = Unit investment
Funds, {C1, Haver Anaiytics Trusts and Closed-End Funds.

5.5.5 Monthly Bond Mutuat Fund Fiows

Bitions of USE Ag Of Feb-2014 Bifiiorss of USS
40 40
0 W Tax-Exempt 30

B Taxable

st
20 20
1 i l ! . 10
PgL & N & N A g e ] )
0 . LT ek

-20 = L -20
30 -30
40 -40
:
50 E -50
-60 L B0
-70 -70
Janii3 Merdd Mayi13 Jub13d Sepii3 Nowid Jamid
Source: IC, Haver Analytics
5.5.6 Manthly Equity Mutual Fund Flows
Bitlions of USS As Of Feb-2014 Bitlions of US$
40 a0
35 4 35
30 30
286 25
20 20
15 | 15
10 p 10
5 BEEAds .
gL % 8 B . L EL R o
-5 5
Jan:1d Aprit3 Jut 13 Octt3 Jan:i4

Seurce: I, Haver Analytics

24t4 FSOC // Awnual Repors

While the ranking changed slightly from 2012
w0 2013, prime MMFs continued to have the

heaviest geographical exposures to the United
States, Canada, Japan, France, and Australia/
New Zealand. Notabls
Chinese banks has increas

IMF exposure to
ed steadily since

exposures first appeared in portfolios in

November 2011 However, at $5.9 billion at the
end of 2013, it s still a very small percentage of
prime MMF ass

s (0.3 percent).

Another notable change for MMFs in 2013

was the introduction of the Overnight Fixed-
Rate Capped-Allotment Reverse Repurchase
Agreement Operational Exercise, which the
Federal Reserve has undertaken as part of

its effort to test potential tools for future
implementation of monetary policy. Asa
consequence of this exercise, investors in shore
term funding markets, including MMFs, now
have an additional, albeit potentially temporary,
high-quality liquid investment option. As of
December 31, 2013, prime MMFs held 44
percent of these repos, and all MMFs together
held over 78 percent,

552 Mutual Funds

The U.S. mutual fund industry has grown from
AUM of approximately $1 trillion in 1890 to
$17 wrillion in December 2018 (Chart 5.5.4).
Long-term {equity and bend/hybrid) funds,
with assets of almost $12.3 willion, made up 72

percent of total AUM as of December 2013,

In the wake of the 2008 financial erisis there

significant flow of cash into hond Punds,
accompanied by a lesser buestill significant
flow of cash out of equity funds, From January
2009 to December 2012, approximately $1,044
bitlion of new cash flowed into bond funds
while approximately $306 billion flowed out
of equity funds (Chart 5.5.4). This trend
reversed in 2018 as taxable bond funds had
net redemptions of $25 billion (compared to

net inflows of $254 billion in 2012) while tax-

exempt bond funds had net redemptions of $58
bitlion (Chart 5.5.5), This contrasts with equity
funds, which had a net inflow of §161 hillion
in 2018 (89 percent into international funds



and 11 percent into domestic stock funds) after
recording a net outilow of $153 billion in 2012
(Chart 5.5.6). Equity funds had not had net
nce 2007,

inflows s

The month of June 2013 marked a turning
After taxable bond

point in bond fund Hows,
funds had net inflows of $87 billion from
January through May 2013, they had net
redemptions of $112 billion from June through
December, as markets anticipated that the
Federal Reserve would reduce its 885 billion-
per-month bond buying program and economic
conditions improved. Taxable bond funds had
netinflows for every week from January through
May and net outflows for all but three weeks
from June through December.,

By far the most popular bond fund category

in 2018 was corporate short-term bond funds,
These funds, which primarily invest in lower-
rated bank loans, had net inflows of $62 billion
in 2013, or about five times the 2012 vet inflow
(Chart 5.5.7). With intevest rates still near
historical lows, investors who are reluctant to
take on interest rate risk in the form of longer
duration bonds have been attracted to this fund
CHRLCEOrY.

5.53  Pension Funds

As of the third quarter of 2013, the combined
AUM of private and public pensions, including
federal pensions and defined contribution
plans, were almost $16 trillion (Chart 5.5.8).

Corporate defined benefit funded status—the
estimated share of fund Habilities covered by

current a

-improved in 2013 (Chart 5.5.9).

One estimate of the funded status of the 160

largest corporate pension plans reached 94
percent in November 2018, and some large
plans reached full funding in 2013, The
improvement of the aggregate corporate
{funded status resulted in part from the increase
in the corperate pension lability discount rate
over the course of 2013, Corporate pension

discount rates are closely tied to corporate bond

rates
with the rise in Treasury yields, Additionally,

which rose during the year in tandem
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5.5.7 Bank Loan Mutual Funds: Annual Flows

Biffions of USS As OF 2013 Bitions of US$
80 | 80
56 50
40 4 40
30 &l
20 20
10 I I l 110

2008 2006 2007 2008 2003 2010 2011 2012 2013

Source: Morningstar, ing.

5.5.8 Retirement Fund Assets by Plan Type

As OF: 201303

S State and Locat

Trittions of US$ Triflions of USS

W Indlividual Acoounts
S Povate Defined Gontribution Plans S8 Federal

20 Private Defined Senafit Plans ol
* 15
12
10
8
. 5
4
o
Dec:06 Deci07 Dec:08 Deci08 Dec10 Decit Decii2
Source: Flow of Funds, Haver Anaiytics
5.5.8 Public and Private Pension Funding Level
Percent As Of Dec 2013 Percent
120 120
110 10
100 ral 100
[N X Private Defined
S0 Bensfit Plans se
80 T 8
70 70
80 - 80
Dec:d2  Decd4  Dec08  Dec08  Dect0  Dextd

Source: Public Fund Survey, Mitiman

Finar




127

high returns in equities and alternative assets

helped o improve funded status,

In contrast, hased on 2013 data, several
important multi-employer plans have low
funding levels due to several causes, including
the stracture of the multi-emplover pension
tem and changing demographics of plan

participants, The Pension Benefit Guaranty
Corporation multi-employer insurance fund
also faces a projected inability to meet its
obligations due in part to the combination of
insufficient premiam payments and critical

{funding status of a set of multi-employer plans.

are also notably

U.S, public pension funds
underfunded with a roughly 74 percent
aggregate funding level. Of note, however, is
that these estimates are based on 2012 data
{the latest available) and do not include 2013
equity market gains. On the other hand, public
pension funds generally use a different set of
accounting rules than private pension funds,
enabling them to assume a discount rate based
on long-run returns. These estimated long-run
repurns are significantly higher than average

post-crisis returns, and could resultinan

artificially high funding status.

h as Detroit,
0, Vallgjo, Puerto Rico, Connecticut, and

Several localiti
Chic
IHinois curvently face very low levels of public

s and states, §

5

pension funding. States and municipal

may face Important constraints in addr

ing

pension funding gaps. Detroit’s bankruptey
5.5.10 U5, Private Equity AUM case could become a precedent for other cash-

strapped municipalities {see Section 4.3.2).

Triltions of LSS As Of 2013Q2 Triflions of USH
2 = 2.0 Also, pension benefits may be protected by
B Existing investmenis . - or constitutional Taw. Additi Ty, s \
W Undeployed Capital stagute or constitutional law, Additionally, some
15 15 atterupts by public pensions to curtail benefits
have been challenged in court, and related
10 10 litigation is ongoing.
554 Private Equity
Q5 0.5 ,( - . R
U.S, private equity AUM increased to
approximately $2 trillion in 2018 (Chart 5.5.10).
0.8 y 00 Sponsor-backed debt issuance remained strong
2001 2003 2005 2007 2008 201% 2013 : T i N ) )
Q2 in a historical context, with refinancing being
Source: Preqin the main use of proceeds in the first half of

2614 FSOC #/ Anvual Report




2013, and debt refated to new leveraged buyouts
increasing notably in the latter half of 2013,
The issuance of sponsor-backed payment-in-

kind bonds, which are financing vebicles used
by private equity firms that are typically viewed
as highly risky for investors, spiked in the third
quarter 2018, Nonetheless, both the volume of
payment-in-kind bonds and their percentage of
total issuance remain substantially below pre-
crisis levels (Chart 5.5.11),

555 Hedge Funds

Hedge fund industry as

5 grew to an
estimated $2.6 trillion in 2013, a 17 percent
increase from 2012 (Chart 5.5.12). The growth
in 2013 was mainly driven by positive investment

performance (Chart 5.5,13). Large funds
continued to receive the majority of aggregate
netinflows in 2018 (Chart 5.5.14). Meanwhile,
funds of hedge funds continue to lose
popularity refative to standalone funds, as 2013
was the sixth consecutive year of net capital
outflows for these types of funds.

Responses to the Federal Reserve's Senior

Credit Officer Opinion Survey on Dealer
Financing Terms conducted in June 2013

indicated that hedge fund financial leverage

was roughly halfway between the pre-crisis peak

and post-crisis trough. The findings differed
somewhat by hedge fund strategy: about one-

fifth of dealers reported that equity-oriented

and macro-oriented funds were utilizing levels

of leverage near to or at the pre-crisis peak.

According to form PF data from year-end 2012,
the mean financial leverage of the top 100
funds—measured by gross asset value divided
by Ny
the firstand fourth quartile of the distribution

~-ranges from Ix to 18x for funds in

of financial leverage, respectively, The source
of this leverage is primarily repo transactions
and prime broker financing. Yor gross leverage,
defined as gross notional exposure divided by
N

Ix to 57

', the corresponding measures range from

<. Gross notional exposure includes
synthetic leverage provided by derivatives,
measured as the sum of absohue notonal values

of long and short positions.
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5.5.41 Sponsor-Backed Payment-in-Kind Bonds
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5.5.12 Hedge Fund Assets and Net Asset Fiows
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5.5.13 Change in Hedge Fund AUM
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5.5.14 Hedyge Fund Net Asset Flows by AUM
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5.5.6 Exchange-Traded Products
Exchange-traded products (ETPs) include

, exchange-traded notes and other
ment vehicles, Since their creation,

ETPs have expanded from primarily offering
exposure to equity market indices to also

investing in commoditics, currencies, and

ather nox rities instruments, such as loans

and precious metals, ETPs are often used as a
means to achieve exposure  a market sector
or index in a manner that is potentially more
efficient and cost-effective than a rraditional

mutual fund, tovestment product, or financial
instrument. Intra-day pricing and secondary

markets for ETPs can provide higher levels of

liguidity than other fund vehicles that price

claily, such as mutual funds.

-t
trillion in 2013 and the number of U.S-listed
ETPs grew to 1,536 (Chart 5.5.15). U
E'TP aggregate net inflows were $199 billion in
2013, up from §124 billion in 2012. U.S. bond

ETPs, however, experienced net inflows of only

isted

T assets grew by 26 percent 1o $1.7

.5, equity

$7.7 billion, down from a net inflow of ove
billion in 2012, In contrast 10 equity and bond
ETPs, commodity ETPs experienced aggregate
netoutflows of $30 biflion in 2013,

ETFs v
underwent a period of incry

cferencing fixed income and EM assets

ased volatility in the
middie of 2013, reflecting in part changes in
market participants’ expectations for monetary

policy. On June 20, 2013, amid elevated volatitity

i fixed income markets, some investors
experienced ternporary restrictions related
1o ETF redemptions, For example, one ETE
sponsaer opted (o only allow standard, in-kind
ain FTH
taking away an optional ¢

redemptions for ¢

~temporarily

sh redemption—
because the hig

her costs of Higuidity would have
been borne by ETF shareholders. Furthermore,
vising interest rates in 2013 prompted fixed-
income investors to reduce the duration of
thelr investments

As a result, floating rate
note ETFs experienced substantial inflows, and
short-duration corporate credit ETFs saw robust

inflows as well,



5.6  Derivatives infrastructure

Between December 2012 and June 2013, the
size of the global over-the-counter (OTC)
derivatives market increased by 9 percent from
§633 rillion to $693 trillion gross notional
outstanding, according to the most recent Bank
for International Settlements survey of global
market activity (Chart 5.6.1). The composition
by asset classes remained similar w previous

SUTVETS.

Since November 2018, the CFTC has been
publishing weekly Swaps Reports that provide
aggregate data on OTC derivatives volumes and
notional amounts. The Swaps Report represents
all OTC derivatives transactions reported to the
CFTC-registered SDRs (i.e,, CME, Depository
Trust and Clearing Corporation (DTCC),
Intercontinental Exchange, and Bloomberg) by
entitie

subject to the CFTC’s reporting rules,
which are primarily U.S. market participants.
As of January 31, 2014, the CFTCs Swaps
Report showed §406 wrillion in notional amount
outstanding for OTC derivative transactions
across all asset classes. Similar to the global

market, U.S. interest rate derivatives accounted

for around 85 percent of the activity at $348

rillion, followed by FX and credit derivatives

with $31 wrillion and $8 wrillion, respectively.

Data reported in the credit derivatives market
over the past few years reflect a significant

move by market participants {from single name

activity to more index-based trading. Some of
this movement may result from the significant
reduction of new structured credit and tranche

product activity that necessitated the use of

many different single name CDS contracts,
including entities that had no debt outstanding,
Volume in single name CDS dropped
significantly after the financial crisis because of
the reduced demand from monoline insurance
companies and the overall decline of complex
products. In contrast, volume in index CDS has
increased significamly in the post-crisis years
(Chart 5.6.2). Market participants cite better
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5.6.1 Global OTC Derivatives Market
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5.6.2 Credit Derivatives Outstanding
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execution and liquidity in indexes as compared

to trading in individual single name CDS.

Contral Clearing

G-20 commitments and Dodd-Frank Act
requirements to promote central clearing of
certain QTG derivatives transactions have led

o an increase in the number of transactions
centrally cleared. A central counterparty
(CCP) reduces ri

multilateral netting of trades, imposing

to participants through
k
contrals on clearing members, and maintaining

financial resources commensurate with
risks it carries. A CCP also has the benefit of

ishing ex-ante procedures for managing

a default and allocating losses that can provide
the market with more certainty in the event of
a clearing member default, Given the rise in
activity of certain derivatives through CCPs,
and their relevance to financial stability, it is
important that they have robust capital and risk
management standards in place.

In recoguition of this shift to central clearing
and the associated concentration of risks, the
Dodd-Frank Act coupled the clearing mandate
with a requirement for

isk management
standards, requiring the implementation of
risk management standards for systemically
ities {(FMUs),
emically

impartant financial market util

including CCPs that are designated s
important by the Council, that take into
consideration relevant international standards,
such as those set forth in the Principles for
Financial Market Infrastructures {PFMIs).
Accordingly, U.S, regulators have prioritized
implementation of revised regulations in line
with these standavds (see Section 6.1.1).

The Seventh Progress Report on
implementation of OTC Derivatives Market
Reforms published by the Financial Stability
Board (FSB) indicates that of 13 FSB member
Jjurisdiction dealers’ gross notional outstanding
in OTC interest rate derivatives products, as of
end-February 2014, 53 percent of those products
offered for clearing by a CCP are estimated

to have been centrally deared, For eredit
derivatives this number stood at 40 percent.
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In the United States, mandatory central
clearing began in 2018 with certain
standardized derivatives on a phased-in
schedule purswant to CFTC rules. U.S. central

clearing of credit derivatives has grown from
2009 to 81

percent in February 2014 (Chart 5.6.3). Most

zero percent in the beginning of

market participants that are active in the swaps
market, including dealers, were generally

required to clear these products starting in
March 2018, while other less active market
1

credit derivatives indice

participants were required to clear certain

starting in June ot
September 2013, According to Depository Trust
& Clearing Corporation data, centrally cleared
credit derivatives remain heavily concentrated
within the interdealer nerwork with 2 few firms
accounting for 49 percent of velumes over the
period 2010 to present. While some dealer-to-
dealer trades were being cleared on a voluntary
basis before 2013, CFTC rules did resultina
significant inerease in clearing of client trades.
The process of mandating additional products
for central clearing is ongoing.

ion Facliities

Swap Ex 1
In the United States, there has been progress
on the G-20 commimment for inereased
transparency in the OTC derivatives market
through the introduction of swap execution
facilities (SEFs) in 2013, A transition to
organized platform trading increases pre-
wade transparency and supporis more efficient
markets, The CFTC implemented its SEF

rudes in October 2015, and in February 2014
mandatory trading began for benchmark USD,

euro, and sterling interest rate swap contracts

as well as certain five-year CDS indices, with
temporary relief granted for contracts involving
contingent and simultaneous execution with
another contract. The rudes also require that
SEF:

market data public

report all transactions to SDRs and make

v available through their

website on a daily bas
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5.6.3 Growth of Credit Derivative Central Clearing
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5.6.4 Interest Rate Swap Futures: Volume and Open interast
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Swap Futures Produgs
Partially in response to the new requirements

and the added costs of trading OTC derivatives
in late 2012, U.

offering dollar-denominated futures contracts

S. futures exchanges began

with similar cash flows and exposure profiles

as some interest rate and credit OTC derivative
contracts in December 2012 and June 2013
respective

Furo-denominated interest rate
swap futures launched in April 2014, Interest
rate swap futures have lower initial margin

requirements

compared to those on similar
OTC swaps, which is a potential driver for

their use,

Since the third phase of the CFTC clearing
mandate came into effect in September 2018,
the market for interest rate swap futures

has grown 84 percent measured by notional
outstanding. In January 2014, average daily
trading volume for interest rate swap futures
products was $528 million and ppen interest
at the end of the month was $18 billion, both
measured by notional amount {Chart 5.6.4).
Fowever, the trading volume and size of

the USD interest rate swap futures market

still rematns small relative to those of the
comparable USD interest rate swap market.
The notional amount of open interest in USD
interest rate swap futures is about .02 percent
of the notional outstanding USD OTC inte

SE

e
rate swaps cleared by LCH SwapClear. The
wrading volume and open interest for CDS
index futures have declined since they were
introduced in June 2013,
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Since the Council’s 2018 annual report, financial reform progress included further strengthening

of capital, leverage, and liguidity standards for financial institutions and v

sk-amanagement standards

for PMUs; adoption of the Volcker Rule, which generally prohibits banking entitles from engaging in

proprietary wrading and limits their investrnent in and sponsorship of private funds; refinements of

periodic supervisory and company-

Tun stress tests; further implementation of the OLA; vegulation of

the derivatives markets 1o reduce risk and increa new

andards to protect morigage

Lransparency
borrowers and reduce risks in the mortgage market; and other measures to enhance consumer and
investor protection.

In addition, the Council has continued 1o fulfill its mandaie. In particular, the Council made

determinations that three nonbank financial ion

sompanies will be subject to Federal Re:

Prve super

and enhanced prudential standards, pursuant to Section 113 of the Dodd-Frank Act. The Council alse

a forum For dis fon and

continued 1o monitor potential risks to U.S. financial stability and se

coordination among the member agencies.

The following is a discussion of the significant financial regnlatory reforms implemented by the Couneil
{1} the

sights {3) consumer

and its member ction oo

agencies since the Council’s 2013 annual report. This afety and

soundness of financial institutions; (2) financial infrastructure, markets, and ove!

and investor protection; (4) data standare » this section

and (3) Council activities. A special topic

covers enhancements of the Council's governance and transparency.
61  Safety and Soundness
6.1.1  Enhanced Capital and Prudential Standards and Supervision

ital, Leverage, and Linoldl

The banking agencies have made significant progress over the last year in implementing capital,
leverage, and liquidity standards.

Tn July 2013, the Federal Reserve, FIHC, and OCC issued new rule

implementing the Basel IIT
regulatory capital standards by establishing heightened minimum risk-based and leverage capital

tions, ¢

requirements for banking ating a mechanism for counter-cyclical capital butfers for

i

periods of high credit b, limiting capital distributions, and certain i

retionary bonus payments

if banking organizations fail o maintain a capital conservation bufter, and removing references to and

reliance on credit ratings in capital caleulations, These rules apply to all insured depository institutions
and to BHCs

new mininuum ratio of connmon equity tier 1 capital 1o RWAs of 4.5 percent and a common equity tier

anid s

avings and Joan holding companies, with certain exceptions. These rules include a

1 capital conservation buffer of 2.5 percent of RWAs, The rules also raise the minimum ratio of tier
1 capital to RWAs from 4 percent to 6 percent. The rules maintain a total risk-based capital ratio of 8

percent and a minimum ter 1 ratio to total on-balance sheet assets feverage ratio of 4 percent. For farge,
internationally active banking organizations, the rules establish 2 minimumn supplementary leverage
ratio of 3 percent that is based on the international Jeverage ratio standard and takes into accoum
off-balance sheet exposures.
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In July 2013, the SEC
other things, clarify that a broker-dealer providing securities lending and borrowing services is acting in a

adopted amendments 1 the broker-dealer fivancial responsibility rules that, among

principal capacity for purposes of the net capital rule, and thus subject to increased capital charges, unless

-

the broker-dealer takes certain steps to disclaim principal Habilic

he SEC has also proposed to increase
the minimum net capital requirement of certain large broker-dealers and subject these firms to a monthly
liquidity stress test to ensure that large broker-dealers have sufficient lquidity to survive a potential loss of
funding in a liquidity stress event.

In addition, in October 2013, the banking agencies released a proposed role that would establish a

standardized Houidity requirement through a LCOR for large financial institation he requirement would
apply to BHCs and savings and loan holding companies without significant insurance or commercial
operations and that are internationally active—generally those with $250 bitlion or more in total
consolidated assets or $10 billion or more in on-halance sheet foreign exposure. The rule would also apply to

the consolidated insured depository institution subsidiaries of those companies with $10 billion or more in

toral consolidated . The rule would additionally apply to nonbank financial companies designated by
the Gouncil that do not have substantial insurance operations. The proposal also would apply a less stringent,

cant insurance or commercial

modified LCR to BHCs and savings and loan holding companies without signi
operations that are not internationally active, but have more than $50 billion in total as

sets. The proposed
requirement would be consistent with the international LCR standard. The proposed rule would require
institutions to maintain highly liquid assets sufficient to withstand a severe short-term, standardized liquidity

stress seenario, therehy promoting the resilience of their liquidity risk profile and improving the banking

sector from financial and economic stress, as well as improvements in the

ability to absorb shocks arising
measurement and management of ligquidity risk.

In February 2014, the Federal Reserve issued a final rule implementing enhanced prudential standards for

U.S. BHCs and FBQs with total consolidated assets of $50 billion ar more. For a BHC with total consolidated

ets of $50 billion or more, the rule incorporates previously issued capital planning and stress testing

requirements and imposes enhanced liquidity requirements, enhanced risk-management requirements, and a
debrto-equity Hmit for companies that the Council determines pose a grave threat to ULS. financial stability.

For a FBO with total consolidated

ets of $50 billion or more, the rule implements enhanced risk-based
and leverage capital requirernents, Hiquidity requirements, risk-management requirements, stress-testing
requirements, and a debt-to-equity limit for companies that the Council determines pose a grave threat to
U8, financial stability. In addition, the rule requires FBOs with U.S, non-branch assets of $50 hillion or more
to form a U8, intermediate holding company and imposes capital, liquidity, and other requirements on that

entity. The rule also implernents sires

testing requirements for FBOs and foreign savings and loan heolding
companies with total consolidated assets of more than $10 billion. In addition, the rule establishes a risk-
comimittee requirement for certain banking organizations.

In April 2014, the Federal Reserve, FRIC, and OCC issued a final joint rule to strengthen the supplementary

leverage ratio requirements for the targest, most interconnected . BHCs, those with total consolidated
assets greater than $700 bittion or assets under custady greater than $10 trillion, and insured depository
institution subsidiaries of those BHCs, Under the rule, subsidiary insured depository institutions of these

companies will be required to satisfy a 6 percent supplementary leverage ratio requirement to be considered

well capitalized under the agencies’ prompt corrective action regulations. U.S. top-tier holding companies
will be required o maintain a leverage bulfer of at least 2 percent above the minimum supplementary
leverage ratio vequirement of § percent, for a total requirement of 5 percent. The rule is intended to
constrain the buildup of financial leverage at the largest banking organizations and place additional private
capital at risk before the Deposit Insurance Fund or government resolution mechanisms would need to be
called upon.
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In February 2014, the Federal Reserve issued a final rule implementing enhanced prudential standards for

FBOs to help increase the resiliency of their operations.

The Federal Reserve also issned an interim final rule clarifying how uninsured U.S. branches and agencies

ol foreign banks will be treated under Section 716 of the Dodd-Frank Act, also known as the “swaps push-
out rule.” The interim final rule provides that for purposes of Section 716, the term “insured depository
institution” includes any uninsured U.S. branch or agency of a foreign bank. Following the Federal Reserve’s
interim final rule, the OCC notifed uninsured branches and agencies of foreign banks that they may request
a transition period under Section 716 from the OCC. The Federal Reserve finalized this rale in

December 2013,

The FDIC issued a final rule regarding the treatment of deposits in foreign branches of U.S, banks.

Currently, under the Federal Deposit Insurance Act, funds deposited in foreign branches of U.8. banks are

not considered deposits un the funds arce payable both in the foreign branch and in the United States.

A recent consultation paper issued by the UK. Prudential Regulation Authority could result in some large

U.S. banks changing their deposit agreements to make 1LK. branch deposits payable in both the United

Kingdom and United States. Tn response, the FOIC in September 2013 issued a ride that clarifies that deposits

in foreign branches of U.S. banks are not eligible for FDIC deposit insurance, although they may qualify as

deposits for the purpose of the national depositor preference statute enacted in 1993,

WBFgeRcy §

In December 2013, the Federal Reser

sued proposed amendments to Regulation A implementing the
Dodd-Frank Act’s amendments to Section 13(3) of the Federal Reserve Act. The amendments are designed

to ensure that any emergency extension of credit or emergency lending program or {acility established by the
ist failing

Federal Reserve is solely for the purpose of providing liquidity to the financial systern, and not to as

financial institutions.

sment Standards for Designated Fils

< in Section 5.6, the Dodd-Frank Act required the implementation of enhanced v

As di
standards for designated FMUs, which take into consideration the relevant international standa

k-management
. These

international standards, the PFMIs, were issued in April 2012 by the Committee on Payment and Settlement
Systems and 10SCO. The PFMIs harmonized, strengthened, and created new international risk management
standards for s

stemically Important payment systems, central securities depositories, securities settlement

systems, CCPs, and trade repositories, The PFMIs include standards for governance, credit risk management,
margin and collateral, liquidity risk management, settlement, clearing member default management, and
Business and operational risk, among others.

ternically important, subje

The Council has designated eight FMUs

‘ting them to the enhanced

regulatory and supervisory regime provided by Title VI of the Dodd-Frank Act. The supervisory agencies
for the currently designated FMUs {the Federal Reserve, CFTC, and SEC) are in various stages of rulemaking

o finplernent enhanced risk-management standards for designated FMUs. The CFTC issued a final rule in

Novernber 2013 establishing enhanced risk management standards for de

atives clearing organizations

designated as systemically important FMUs by the Council, The SEC's operational and risk-management

standards for clearing agencies, indudiixg clearing agencies that clear
2013, In March 2014, the SEC proposed additional standard

security-based swaps, came into effect

that would be consistent with the

PFMIs for clearing agencies designated as systemically important FMUs by the Council. The Federal Reserve
proposed revisions to its risk-management standards for designated FMUs other than those for which the
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SEC or the CFTC is the supervisory agency in fanuary 2014, Each of the supervisory agencies” rules or rule
proposals are, while not identical, based on and generally consistent with the PFMIs.

6.1.2  Volcker Rute
In December 2013, the Federal Reserve, QUC, FDIC, SEC, and CFTC issued final rules to implement section
614 of the Dodd-Frank Act, commonly referred to as the Volcker Rule. The rulemaking was coordinated

by

Treasury. The final rules, which include u single, comuon regulatory wext, generally prohibit banking

entities from: (1) eng term proprieta ading in securities, derivatives, commodity futures,

and op:i(ms on these instruments for thetr own account, and (2) owning, sponsoring, or having certain
relationships with hedge funds, private equity funds, and other covered funds. As required by section 619
of the Dodd-Frank Act, the final rules provide exemptions for certain activities, including market making-

refated activities, underwriting

g, risk-mitigating hedging, and trading in certain U.S. and foreign government

obligations, among others. In accordance with the Dodd-Frank Act, the final rudes prohibit any activity, even

if it would otherwise be permitted, it it would involve a material conflict of interest, a material exposure to

ass

high-ri

ts or trading s fety and soundness of the banking entity or to U.S.

financial stability.

6.1.3  Dodd-Frank Stress Tests and Comprehensive Capital Analysis and Review

Section 165(1) of the Dodd-Frank Act requires two types of stress tests. First, the Federal Reserve must
conduct annual supervisory stress tests of BHCs with $50 billion or more in total consolidated assets and
nonbank financial companies designated by the Council. Second, financial companies with more than $10

billion in total consolidated assets must conduct annual stress tests, and BHCs with $50 billion or more in

total consolidated assets and nonbank financial companies designated by the Council must also conduct
semi-annual company-run stress tests. In addition, the Federal Reserve conducts an annual CCAR.

The results of company-run, mid-year stress tests were released by certain banking organizations in
September 2018, Also in September 2013, the Federal Reserve issued a rule providing a one-year transition
period during which banking organizations with berween $10 and 850 billion in total assets would not be

required to reflect the Basel HI capital rule in their $ tests,

In November 2013, the Federal Reserve, FDIC, and OCC issued the economic and financial market scenarios
used in the 2018 1o 2014 stress tests and capital planning program. A total of 30 BHCs and other financial
institutions regulated by the Federal Reserve with consolidated assets of at feast 350 billion participated in the
2013 1o 2014 exercise, and the results of these stress tests were released in March 2014, The Federal Reserve

approved the plans of 25 financial institutions in the CCAR, and objected to the plans of five firms—four

based on qualitative concerns, and one due to its inability to meet a minimum post-stress capital requirement.

submit

Following the initial CCAR results, the Federal Reserve required Bank of America Gorporation to »
its capital plan, as described in Section 5.3.1. All but two of the 30 CCAR participants are expected to build
capital from the second quarter of 2014 through the first quarter of 2015, In the aggregate, the firms are

expected to distribute 40 percent less than thelr projected net income during the same period.

Institutions with $50 billion or more that are subject to the Federal Reserve, FDIC, and OCC company-run
stress test rules began their second stress test cycle in 2013, Institutions with $10 to $50 billion in assets began
their first stress test cycle in 2013, These midsize institutions are not required to publicly disclose their 2013
ter 2014 ser
tests,

test results; public disclosures will begin in June 2015 with the results of the 2014 1o 2015 stress

In March 2014, the Federal Reserve published a final rule providing that no banking organization would
be required to calenlate its regulatory capital ratios using the Basel HI advanced approaches until the 2015
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to 2016 stre.
guidance for institutions with $10 to $50 bitlion in assets.

s testing cycl

Also in March 2014, the Federal Reserve, FDIC, and OCC issued stress wsting

614  Resofution Plans and Orderly Liguidation Authority

Hution Plans

Under the framework of the Dodd-Frank Act, bankruptey is the preferred option in the event of the fathure of
a financial company. Section 165(d) of the Dodd-Frank Act requires nonbaunk financial compaunies designated
hy the Gouncil for supervision by the Federal Reserve and BHCs (including FBOs that are, or are treated as,
BHCs) with total consolidated assets of $50 billion or more to report periodically to the Federal Reserve, the
FDIC, and the Council with plans—also refereed 1o as Hiving wills—ifor their rapid and orderly resolution

under the U.S, Bankruptcy Code in the event of material financial distress or failurve. The Federal Reserve
and the FDIC must review each plan and may jointly determine that the plan is not credible or would not

{acilitate an orderly resolution of the company nnder the U.S. Bankruptey Code. I the Federal Rese:

e
and the FDIC make such a joint determination, then the company must resabmit its plan with revisions

demonstrating that the plan is credible and would result in an orderly resolution under the Bankruptey Code,
including any proposed changes in husiness operations and corpe

te structure to facilitate implementation
of the plan. In November 2011, the Federal Reserve and the ¥FDIC published a joint final rule implementing
the resolution plan requirement.

Eleven of the largest, most complex institutions submitted initial plans in 2012 and revised plans in 2018

During 2013, an additional 120 institutions subject to the rule at that time submitted initial plans. The public

portions of each resolution plan were published on the Federal Reserve’s and the FDIC's websites. In 2013,

the Couneil designated three nonbank financial companies for Federal Reserve supervision, and these firms

will submit initial resolution plans in 2014.

Following the review of the 11 plans submitted in 2012, the Federal Reserve and the FDIC issued gnidance for

those firms concerning information that should be included in their 2013 resolution plan subraissions. The
guidance identified significant obstacles o rapid and orderly resolution for the firms to consider and address,

including delineating the actions or steps the company has taken or proposes to take to remediate or to

otherwise mitigate each obs

cle, and providing a timeline for proposed actions, as necessary.

The significant obstacles identified in the guidance were:

°  Multiple competing insolvencies: The risk of discontinuity of critical operations, arising from
operations in multiple jurisdictions.

*  Global cooperation: The risk that lack of cooperation could lead to ring fencing of assets.

®  Operations and interconnectedness: The risk that eritical services provided by an affiliate or third
party might be interrupted.

= Counterparty actions: The risk that derivative and other counterparty actions may lead o systemic
market isruption.

*  Funding and liquidity: The risk of having insufficient Hquidity to maintain critical operations.

v Authority

In cases where resolution of a financial company under the Bankruptey Code may result in serious adverse

cts on financial stability in the United States, the OLA set outin Tide 11 of the Dodd-Frank Act serves
as the last resort alternative. Under the Dodd-Frank Act, the Federal Reserve, and another financial
.

gulatory agency specified by the Dodd-Frank Act (either the FRIC, the SEC, or FIO) must make written

recommendations to the Secretary of the Treasury, who must then make certain determinations in order to
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invoke the OLA. These include determining that the compan,

fis in default or danger of default; that failure

ol the company and its resolution under other law, includi rious adverse effects

» bankruptey, would have s

on ULS. financial stability; and that no private sector alternative is available to prevent the defanlt of the
cCOmpany.

The FDIC is developing a strategic approach, the SPOE, to carry out the OLA when resolving a financial

COMpPAn

nder SPOE, the FDIC would be appointed receiver only of the wop-tier parent holding company of
a financial group upon the completion of the reconmendation, determination, and expedited judicial review

process set forth in Title 11 The FDIC would organize a temporary bridge financial company and transfer

o it assets from the re investments in and loans

sivership estate—inciuding the failed holdir

COMPARY

to subsidiaries. The FDIC would oversee operations of the bridge financial company and retain control over
high-level key matters of its governance, impose losses on shareholders and unsecured creditors, and replace
culpable senior management.

The FDIC would appoint a board of directors and nominate a new chiel executive officer and other key

managers to operate the bridge financial corpany under the FDIC's oversight. The company may be

vestructured by shrinking busin s, breaking the company into smaller entities, liquidating assets, or

closing operations to ensure that the resulting entities could be reselved in bankruptey.

During the operation of the bridge financial company, the healthy subsichiaries of the company would remain

open, protecting agaiust contagion in the financial system by maintaining continuity of services. At the same
time, SPOE would protect against moral hazard by holding the failed company’s shareholders, management,
and creditors, accountable for i

greater detail on SPOE.

s failure. In December 2013, the FDIC approved a Federal Register Notice for

public comment that provic

ihe

an B

-horder coordination for resolution of G-$IFIs are essential to minimize

Advance planning and cro:
disruptions to global financial markets. The FDIC and the Bok, in conjunction with prudential regulators

in their respective jurisdictions, are developing contingency plans for the fatlure of a G-SIFlwith operations
in the United States and the United Kingdom. In December 2013, building on their joint policy paper on
resolution strategies released in 2012, the FDIC and the Bok, in conjunction with the Prudentiat Regulation
Authority, the Federal Reserve, and the FRBNY, held a tabletop exercise exploring cross-border issues and
mitigating actions that regulators could take in case of a resolution.

The FDIC and the Enropean Commission have established a joint working group to focus on resolution
and deposit insurance issues. In 2013, the working group convened twice, and staff collaboration has been

ongoing.

In 2013, the FDIC also collaborated with regulators in Switzerland, Germany, and Japan to discuss cross-
border issues and impediments affecting the resolution of G-SIFIs. They will continue this work in 2014, with

tabletop exercises,

In a demonstration of cross-border cooperation, the FDIC, the BoE, the Swiss Financial Market Supervisory

Authority, and the German Federal Financial Supervisory Authority signed a November 2013 joint letter to

the International Swaps and Derivatives Assoctation (ISDA). This letter encouraged ISDA to revise derivatives
contracts 1o authorize the short-term suspension of carly termination rights and other remedies in the event

of a G-SIFT resolution. Such changes are intended to permit the exercise of all applicable types of resolution

powers without resulting in a disorderly termination of derivatives contracts.
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6.1.5  Insurance

FIO, state regulators and, as of C
A
TAISs Executive Committee.

ctober 2013, the Federal Reserve, are members of the International

ciation of Insurance Supervisors (IAIS), FIO’s director and two state regulators serve on the

Through service on the TAIS's Financial Stability Committee, FIO, the NAIC, and state regulators
have participated extensively in the process of identifying global systemically important insurers
{(G-S11s) and the policy measures to be applied to any such designated insurer. The FSB, which

was tasked by the G-20 to identily G-SlIs, delegated the development of a methodology and policy
measures for G-SIIs o the IAIS. On July 18, 2013, the FSB, in consultation with the TAIS, identified
an initial list of nine G-8Ms that included three U.S-based insurers; however, a decision on the G-S11
status of major reinsurers was deferred until November 2014. In July 2013, the TATS also published,
and the FSB endorsed, a set of policy measures that will apply to G-81is, including enhanced

group-wide supervision, recovery and resolution planning, and higher loss absorbency (HLA)

requirvmcms,

In the absence of an international capital standard for insurance companies, the FSB also called

upen the TAIS 10 develop two separate capital measures. The first, straightforward backstop capital
requirements (BCR), will serve as a foundation for HLA requirements for G-8IIs. The second is a
quantitative insurance capital standard (108} that will be part of the TAIS’s Common Framework
for the Supervision of Internationatly Active Insurance Groups. The 1AIS's Technical Committee
directs the development of this integrated, multilateral, and multidisciplinary framework for the

group-wide supervision of internationally active insurance groups. FIO, state regulators (through

the NAI(C), and the Federal Reserve have been participating activ n the IAILS task force charged

with developing and testing the BCR and ICS. The 1AIS will develop and propose a BCR to the FSB

by fate 2014 and will propose HLA by the end of 2015, with implemeniation o
2019. The ICS will be developed by the end of 2016, and will be field tested through 2018 in advance
of implementation in 2019,

both to begin January

Title V of the Dodd-Frank Act established FIO and directed it to study and report on how o
modernize and improve the systern of insurance regulation in the United States. After extensive
study and consultation, the report was released in December 2013 and concluded that the United
States should build on the existing hybrid model of insurance regulation, incorporating state

regulation with a federal role, where necessary. Accordingly, the report recommends how the U.S.

stemn of insurance regulation can be modernized and improved by a combination of steps by the

states and certain actions by the federal government. Specifically, the report highlights three areas
of note where FIO concluded that federal involvement is wa

ranted: development of international

insurance regulatory standards; topics for which national uniformity is an appropriate standard

and topics of national interest for which federal involvement is necessary; and oversight of morigage

insurance.

Since early 2012, FIO, state regulators (through the NAIC), the European Commission, and the
European Insurance, and Qccupational Pensions Authority have participated in a project to increase
mutual understanding and enhance cooperation between the EU and the United States in order

1o promote business opportunity, consumer protection, and effective supervision. After focusing

on gap analysis

through 2012, the focus of the project shifted in 2013 to professional secrecy and
confidentiality, solvency and capital requirements

and reinsurance and collateral requirements,

With the TAIS developments and the finalization of the EU's over

oht regime (Solvency 1), new
areas will be focused on in 2014,

Regulatory Qevelopments; Councit Astivi




141

State insurance regulators, through the NAIC, continue work on updating the insuvance financial solvency

framework and to refine existing accounting, reporting, valuation, and risk-based capital requirements. States

continue to adopt various NAIC models or updated models related to the Solvency Modernization Initiative,
including the revised Credit for Reinsurance Model Law and Regulation, the revised Model Insurance

Holding Company System Regulatory Act (including the enterprise risk report), the Standard Valuation Law

to implement principles-based reserving, and the Risk Management and Own Risk and Solvency Assessment

Model Law, which was adopted by the NAIC in 2012 to establish the Own Risk and Solvency StHent

filing requirement. In addition, state insurance regulators continue to build on various aspects of these

projects through implementation efforts at the NAIC. This includes the NAIC's approval of four international

supervisory authori 13 conditional qualified jurisdictons under the Process for Develeping and
Maintaining the NAIC List of Qualified Jurisdictions, and the roltout of the NATC’s Retnsurance Financial
Analysis (E} Working Group, which among other things coordinates multi-state efforts in reviewing and

addressing issues related to certified reinsurers,

The Council also will continne to monitor refevant domestic and international financial regulatory proposals

and developmenis involving insurance.
616  Morigage-related Litigation and Settlements
Federal and state agencies reached several significant sertlements in 2018 with financial institutions, including

some relating to the sale of morigage securities.

Beginning in January 2013, 15 mortgage servicing companies subject to enforcemnent actions for deficient

s in mor cing and foreclosure proce

ng reached settlements with the OCC and

practi e loan sex

the Federal Reserve (o provide approximately $3.9 billion in direct cash payments to borrowers and

istance, such as Joan modifications and the

approximately $6.1 billion in other foreclosure prevention «
forgiveness of deficiency judgments. For participating servicers, fulfillment of these agreements satisfies the
ssired by the OCC, Federal Reserve, and Office

foreclosure file review requirements of enforcement actions
ion in 2011 and 2019, In additon, in December 2013, the CFPB, together with authorities in

of Thrift Supery
44 states and the District of Columbia, entered into a sertlement with the country’s largest nonbank mortgage
loan servicer, requiring it to provide consumer refiunds and $2 bitlion in loan modification relief,

Since January 2013, there have been settlements totaling more than $17 billion in eight lawsuits filed by FHFA
relating to financial institntions’ sales of mortgage securities to Fannie Mae and Freddie Mac. The largest of
these settlements were §9.3 billion by Bank o
Bank, and $1.3 billion by Morgan Stanley.

o

merica, $4.0 billion by [PMorgan, $1.9 billion by Deutsche

Also, in October 2013, the Justice Department announced a $13 billion settlernent with JPMorgan to resolve
federal and state civil claims arising out of the packaging, marketing, sale, and issuance of residential

mortgage-backed securites (RMBS) by JPMorgan, Bear Stearns, and Washington Mutual prior to Janua

1, 2009. Of the $13 bittion, $9 billion will be paid to settle federal and state civil claims by federal agencies
and several states related to RMBS, This $13 billion settlement also includes JPMorgan’s settlement with the
FHFA that requires it to pay out $4 billion in the form of relief to aid consumers harmed by the conduct of

JPMorgan, Bear Stearns, and Washington Mutual,

In 2018, the SECG continued its pursuit of financial institutions that misled investors in connection with the
sale of MBS, The SEC brought
Royal Bank of Scotand for their rol

rainst large financial tnstintions such as Bank of Americi and the
rance of RMBS. The SEC also filed charg

dealers, collateral managers, and their principals for fraud in connection with the structuring and sale of

“tions :

s against broker-
biltions of dollars of collateralized debt obligations.
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6.2  Financial infrastructure, Markets, and Oversight

6.21  Over-the-Counter Derivatives Reform
Title VI of the Dodd-Frank Act establishes a comprehensive new regulatory framework for swaps
and securit-based swaps, Among other things, the legislation: (1) provides for the registration and

comprehensive regulation of swap dealers, security-based swap deaters, major swap participants (MSPs),
and major s

ccurity-based swap participants; {2) imposes clearing and trade execution requirements

on standardized derivatives products; and (8) creates robust s

cordkeeping and real-time reporting
requirements with respect to swaps and security-based swaps. Tide VII also provides for greater pre-trade and
post-trade transparency in the swaps and security-based swaps markets. Under Title VI, the CFTC regulates

“swaps,” the SEC regulates “security-based swaps,” and the CFTC and SEC jointly regulate “mixed swaps.”

A number of elements of the CFTC’s swaps regulatory regime became effective over the past year, The CFTC
continued to phase inits implementaion of the clearing mandate for certain standardized index CDS and
MSPs, and

and private

intevest rate swaps. The cl

aring requirement was implemented in March 2018 for swap dealer;

private funds active in the swaps market; in June 2018 for entities including commodity poo
funds other than active funds; and in September 2018 for all other entities. The CFTC also adopted a final
rule in April 2018 exempting swaps between certain affiliated entities within a corporate group from the
mandatory clearing requirement,

An important milestone for increased transparency in the swaps market was achieved in May 2013 when the

CFTC adopted final rules implementing the core principles and other requirements for SEFs, where swap

contracts may be listed for trading. At the same time, the CFTC also issued rules establishing the proce

which a desi

nated contract market or a SEF can submit a determination that a swap has been made available

for trading for purposes of the trade execution mandate.

Over the past year, the CFTC also took significant aetions to begin implementing the international regulatory
framework for swaps. In July 2013, the CFTC and the Buropean Commission announced a “Path Forward”

regarding their |
In the same month, the CFTC

joint understandings on a package of measures for how to approach cross-horder derivatives.

ruidance and policy statement regarding t

ued a final interpretiv

application of the CFTCYs swap regulatory regime to cross-horder activities, In December 2013, the CFTC
issued broad comparability determinations, covering a range of Dodd-Frank Act requirements, for a number
of foreign jurisdictions, These comparability determinations would permit eligible swap counterparties to

comply with local requirements rather than the corresponding Dodd-Frank Act requirements in cases where

substituted compliance is available.

Other significant CFTC actions include a final interpretive statement issued in May 2013 providing guidanee

Q1 STALULOrY pre ons prohibiting certain disruptive trading, practices, or conduct. In November 2018, the
CFTC issued final vules imposing requivements on swap dealers and MSPs with respect to the treatment
of collateral posted by their counterparties to margin, guaraniee, or secure uncleared swaps. Finally, in
December 2013, the CFTC

agricultural commodity futures and option contracts, and phys

sued proposed rules o establish speculative position lumits for 28 exempt and

al commodity swaps that are “economically
equivalent” to such contracts,

The SEC also has begun the fi ay 2013, the SEC issued

based swap activities.

st major phase of security-hased swap regulation, In M

comprehensive proposed rules and proposed interpretations on cross-horder securir
This proposal covers regisiration requirements for security-based swap dealers and majov security-based
swap participants; transaction-related requirements such as the reporting, dissemination, clearing, and trade

execution of security-based swaps; exceptions to registration requirements; and the re-proposal of Regulation
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SBSR {for security-based swap reporting), which provides for the reporting and dissemination of security-

hased swap information. In addition, in April 2014, the SEC proposed rules for security-based swap dealers
and major security-based swap market participants, as required by the Dodd-Frank Act. The proposed rutes

cover recordkeeping, reporting urity-based swap dealers and major

and notification requirements fov s

security-hased swap participants and would establish additional recordkeeping requirements for broker-
dealers to account for their security-based swap activities,

Finally, in September of 2013, the Basel Committee on Banking Supervision and TOSCO’s working group on

margin requirements released the final policy framework on minimum standards for margin requirements

s related to OTG derivatives

for non-centrally cleared derivatives. The framework is d

gned to reduce risl
markets and provide firms with appropriate incentives for central clearing while managing the liquidity
impact of the requirements. The CFTC, SEC, Federal Reserve, FDIC, OCC, FHFA, and Farm Credit
Administration are working to implement rules that are generally consistent with this policy framework and
the Dodd-Frank Act.

6.2.2  Securitization Reform
In August 2013, the Federal Reserve, OCG, FRIC, FHFA, SE
to implement the requirement under the Dodd-Frank Act for securitizers to retain ris

5, and HUD re-proposed a rule from 2011

in the assets they

securitize. The rulemaking is coordinated by Treasury. The risk-retention requirement is intended better to
align the interests of securitizers and investors, and provide a strong incentive for securitizers to monitor the

eredit quality and underwriting of assets they securitize.

Under the Dodd-Frank Act, the rude must generally provide that securitizers must retain at least 5 percent
of the credit risk for the assets collareralizing any ABS that they issue, unless the securitized assets or

the transaction qualify for an exemption. Consistent with the statute, the reproposal would establish
underwriting standards for QRMs, which would be exempt from the risk-retention requirements, The
reproposal would provide sponsors of ABS with various options for meeting the risk retention requirements,
The new proposal would provide for the QRM definition to equal the definition of "qualified mortgage”
{QQM) established by the CFPB in 2013. The reproposal also requested comment on an alternative definition
of QRM that would include certain underwriting standards in addition to the QM criteria.

6.2.3 Money Market Mutual Fund Reform

In June 2013, the SEC proposed further reforms for the regulation of MMFs. The reforms were intended to
make MMFEs le:
proposal includes two principal reforms that could be adopted alone or in combination., One alternative
The other alternative would allow the use of

susceptible to runs that could threaten financial stability and havm investors. The SEC's

would require a floating NAV for prime institutional MMF

Hquidiry fees and redemption gates in times of stress. The proposat also includes additional diversification,

disclosure, and st ing measures that would apply under either alternative. The public comment period

has closed, and the SEC i

currently reviewing the comments and working w develop a final rule.

The SEC began evaluating the need for MMF reform after the Reserve Primary Fund “broke the buek” at
the height of the financial crisis in September 2008, In 2010, the SEC adopted reforms enhancing the visk-

Hmiting conditions on MMFs by reducing maturities, improving credit quality and imposing new Hquidity

requirements. The SECs proposed rules woukd supplement the 2010 reforms. In November 2012, the

Council issued for public comment a proposed recommendation that the SEC implement structural reforms
sued under

to mitigate the vulnerability of MMFs to runs. The Counct
Section 120 of the Dodd-Frank Act. Under Section 120, if the Council determines that a financial activity
or practice conducted by BHCs or nonbank financial companies could create or increase the risk of certain

proposed recommendation wa;
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problems spreading among financial companies or markets, the Council imay, after seeking public comment,

issue recommendations to the relevant regulator o apply new or heightened standards or safeguards.

6.2.4  Credit Rating Reforms

Section 938A of the Dodd-Frank Act requires each federal agency to modify its regulations to remove any
reference to, or requirement of reliance on, credit ratings and to substitute in its regulations a standard of
credit-worthiness that the agency determines is appropriate. In 2013, agencies including the FDIC, Federal
Reserve, NCUA, OCC, SEC, and the Internal Revenue S
by amending their rules. Previously, other agencies inchuding the CFTC and FHFA had adopted rules

iee continued to implement this requirement
implementing Section 9394,
6.2.5 Accounting Standards

In December 2012, the Financial Accounting $tandards Board (FASB) issued for public comment a proposal
1o improve financial reporting by moving to an expected credit loss model for loans and other financial

s {Subtopic 828-15), is intended 1o require more

a s. The proposal, Financial Instraments—Credit Los

timely recognition of credit losses, while also providing additional transpareney about eredit risk. Currently,

under GAAP, credit losses are generally notreflected in financial statements until it is probable that the

losses have heen incurred. Under the propesal, a firm's balance sheet would reflect management’s current
estimate of expected credit losses ar the reporting date {as an allowance for credit fosses), and the income
statement would reflect all changes in expecied credit losses (as a provision for credit losses). The FASB's final
standard is expected to be issued by the end of 2014, While the FASB's and the International Accounting
Standards Board’s (IASB) approaches on expected credit losses will not be converged, the final standards will
represent a significant change from the current incurred loss credit impairment model.

to its financial instruments accounting
based on cash flow characteristics and business model assessments, although some pares of the two boards’
proposals differed. However, in December 2013 and January 2014, the FASB decided that it would not
model assessments. In

continue to pursue the proposed contractual cash flow characteristics and busines

T

March 2014, the FASE decided 1o retain the separate models in existing U.S, GAAP for determining the

classification of loans aud securities, but directed staff to analyze whether changes are needed to the curcent

definition of a security. The FASB's final standard is expected to be issued by the end of 2014,

In May 2013, the FASB, jointly with the TASB,
transparency and comparability among organizations that lease assets (as lessor or lessee), updating a joint

wed a revised proposal for public comment o inc

&

proposal from August 2010, The revised proposal would create a new approach to lease accounting, the core

5

principle of which would be that both a lessee and a lessor organization should recognize assets and Habi

arising from a lease on the balance sheet. Existing lease accounting standards have been criticized for failing

to meet the needs of financial statements users. ITn March 2014, the FASB and TASB began redeliberations on
the revised proposal and reaffirmed thar all leases would be recognized on the balance sheet by lessees, while

current lessor accounting would remain substantially unchanged. However, based on the FASB's decisions,

S¢

most existing operating feases would continue to have straight-ling expense and most existing capital leases
would continue to have accelerated lease expense. The boards will continue redeliberations during 2014 to

try and reach a converged solution.
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‘The FASH and the IASE also are in the proy

comprises broad revenue recognition concepts and numerous requivements for particnlar industries or

of finalizing standards on revenue recognition. LS. GAAP

transactions that can result in different accounting for economically similar transactions. International
Financial Reporting Standards have fewer requirements on revenue recognition. To resolve these

inconsistencies, the FASB and the TASB initiated a joint project 1o develop a common revenue standard
for U

S. GAAP and International Financial Reporting Standards, The initial proposal to amend revenue
recognition rules was issued in June 2010, Alter receiving comments, an amended exposare draft was issued
2012, In November
2013, the FASB completed its discussions on revenue recognition, and a final standard is expected to be
issued in the first half of 2014,

in November 2011, and proposed amendments to U.S. GAAP were released in January

In June 2013, the FASB issued for public comment a proposal to improve the financial reporting of
insurance contracts. The proposal would have required contracts that transfer significant insurance risk to

be accounted for in a similar manner, regardle

s of the type of institution is
f the entity pro
company. The [ASE also issued an insurance proposal in June 2013 thatis similar in some respects to the

suing the contract. In contrast,

rance s an insurance

ting LS. GAAP for insurance contracts only appli

ding in

FASB proposal. The FASB began redeliberations on its proposal in February 2014 and, in light of feedback,
GAAP and to focus
on making targeted tmprovements to existing U.S. GAAP. A completion date for the project has not been

decided to Hmit the s deseribed in e

scope of the project to insurance entities sting U

established.
6.3  Consumer and investor Protection

8.31  Mortgage Transactions and Housing

in December 2013, the CFPB published a final rule and forms that combine several federal disclosures that
a consumer receives in connection with applying for and closing on a mortgage loan under Regulation Z
(which implements the Truth in Lending Act (TILA)) and Regulation X (which implements the Real Estate

Settlement Procedures Act (RESPAY).

For more than 30 vears, federal law has required a lender to provide different sets of disclosures to a
consumer who applies for and closes on a morigage loan: one under TILA and the other under RESPA. Two
different federal agencies separately had developed the required disclosures. The information on the TILA
and RESPA disclosure forms is overlapping and the language is inconsistent. Pursuant to a mandate in the
Dodd-Fr

en

ank Act, the CFPB integrated the mortgage loan disclosures required under TILA and RESPA. After

ring in extensive consumer and industry ontreach and testing and considering the comments on the

proposed rule, the CFPB issued the integrated disclosures in a final rude.

The final rule also provides a detailed explanation of how the forms shounld be filled out and used. The first
new form, called the Loan Estimare, is designed to provide information o 2 consumer when the consumer
applies for a mortgage loan so that the consumer can understand the key features, costs, and risks of the
toan. The Loan Estimate form must be sent to the consumer no later than three business days after the

creditor receives the consumer’s application. The second new form, called the Closing Disclosur

is designed

to provide information o a consumer to unde:

tand all of the costs of the mortgage loan transaction, and
st b{‘ ])l’()\’id(‘d to the consumer no later 1!'!‘(1{1 ‘hT(‘C business

ys priov to closing on the loan,

In developing the Loan Estimate and C
the existing TTLA and RESPA dis

an appraisal notice under the Equat Credit Opportunity Actand a servicing application disctosure under

ng Disclosure forms, the CFPP reconciled the differences between

losures, and combined several other mandated disclosures, including

RESPA. The rule also makes certain changes (o reduce the risk that consumers will be surprised at the
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closing table. These chang: in advance

include requiring that closing information be provided three da

s disclosed on the Loan Estimate. The final

and placing certain further restrictions on increases in char
rule is effective on August 1, 2015, and applies o transactions for which the creditor or mortgage broker
receives an application on or after that date, subject to certain exceptions.

In January 2013, the CFPB issued several rules implementing new consumer protections for the mortgage
market as mandated in the Dodd-Frank Act. First, the CFPB issued a final rule, known as the abilityto-
repay/QM rule, implementing a requirement of the Dodd-Frank Act that creditors make a reasonable,

good-faith determination at the thne of consummation that a consumer has a reasonable abili

/1o Tepay

a mortgage. The ability-to-repay/QM rule is designed, in part, to promete the stability of the financial
system by aligning the consumer’s interest in obtaining a loan that he or she can afford with the lender’s
interest in originaring a loan that is a viable asset. The ability-to-repay requirements contained in the CFPB’s
Regularion 7 generally prehibiv a creditor from wsing unverified information about a consumer’s income
and debt and from underwriting a loan based only on low “teaser” rates, Certain mortgages, called QMs,
that meet specific criteria set forth in the rule ave entided to a presumption of compliance with the abitity-

to-repay requirements, A QM that is a higher-priced mortgage loan is subject to a rebuttable presumption of
compliance, while a (M that is not higher priced receives a sate harbor from a claim alleging a violation of

the ability-to-repay requirements.

The CFPB rules generally require that a consumer’s backend debt-to-income (DT1) ratio may not exceed 43
percent for a QM, with some exceptions. In particular, to help ensure access to eredit while the market adjusts
to the new regulations, the CFPB rules provide that for the next several years, certain loans that are eligible

for purchase, guarantee, or insurance by the government sponsored entities and certain federal agencies

shall be deemed QMs even if the DT1 ratio exceeds 43 percent.

The CFPB subsequently amended the ability-to-repay rule in 2013, so as to exempt certain creditors and
lending programs from the ability-to-repay requirements, facilitate compliance by and to preserve access

to credit from small ereditors, and medify the requirements regarding the inclusion of loan originator
compensation in the QM 8 percent points and fees cap. In particular, the CFPB adopted exemptions from the

ability-to-repay requirements for creditors designated by certain federal government agencies under specified
community development lending programs, as well as for creditors designated as nonprofit organizations that
extend credit secured by a dwelling no more than 200 times annually, provide credit only to low-to-moderate
income consumers, and {ollow thetr own written procedures to determine that consumers have a reasonable

ability to repay their loans.

Among other amendments designed to preserve access to eredit for customers of small creditors, the CFPB

raised the threshold for determining when a € priced mortgage. This amendment

1is deemed to be a highe

expands the ability of small creditors repay requirements. The

L0 TeC

ive the safe harbor under the ability-u«

amendments also exempt a small creditor from the 43 percent DTT requirement for QMs the creditor holds
in its portfolio, so long as the creditor considers DT1 ratios or residual income according to its own internal
criteria. Finally, in October 2013 the CFPB, Federal Reserve, FDIC, NCUA, and OCC issued interagency

guidance to address issues regarding fair lending risks associated with offering only Q)

Under the new rules, certain loans eligible for purchase by Fannie Mae and Freddie Mac will be deemed
oM

ratio cap. However, a jumbo loan gene

s under the temporary QM category described above, These loans need not meet the 43 percent DT

ally may stve QM status only if that loan meets the 4% percent

DT requirement, and a loan with certain product features or with poims and fees in excess of the general
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3 percent cap is not elig

ihle for QM st
Freddie Mac to refrain from purchasing a loan that is subject to the

sponse to the CFPR's rules, FHFA directed Fannie Mae and

ability to repay” rule if the loan is not
fully amortizing, has a term of longer than 30 vears, or includes points and fees in excess of 3 percent of

the total loan amount generally. ectively, this means that Fannie Mae and Freddie Mac may not purchase

interest-only loans, loans with 40-year terms, or those with points and fees exceeding the thresholds

established by the rule.

The CFPBs rules ¢
recordkeeping, servi

» ackdres

concerns with regard to servicers” policies and procedures regarding

ng transfers, loss mitigation, and other topics, The new rules generally require that

servicers provide consistent monthly statements, expand and improve their information reques and error

resolution procedures, and provide certain disclosures o consumers before imposing force-placed insurance.

The new rule:

also direct servicers to improve comumunications with borrowers who are having difficnlty

repaying their loans. Servicers must reach out to troubled borrowers within 36 days of delinquency, provide

continuity of contact with trained personnel, and process applications for lean modifications and other

foreclosure relief consistent with specified timelines and procedures.

In January 2013, the CFPB also issued mortgage servicing rules to inplement several protections mandated
by the Dodd-Frank Act. Over the course of 2013, the CFPB amended certain provisions of the mortgage

mall serv

ser

cing rules to clarify the scope and applicadon of the rules. cers are exempt from several of the
provisions. In January 2013, the CFPR also issued rules to fmplement requirements under the Dodd-Frank
Act concerning wortgage loan appraisals, loan originator compensation and training, high-cost mortgage

Toans, the use of agreements requiring arbitration of disputes concerning mortgage loans, mandatory escrow

accounts for certain higher priced mortgage loans, and various other topics. The CFPB made some minor

clarifications and adjusunents to these rules over the course of 2015,

In January 2013, the Federal Reserve, FDIC, OCC, FHEA, CFPB, aud NCUA jointly issued a final rule that

established new appraisal requirements for higher-priced mortgage loans. Under the Dodd-Frank Act,

mortgage loans are higher-priced if they are secured by a consumer’s home and have annual percentage rates

above certain thresholds. In December 2013, the agencies approved a supplemental rule that exempts a subset

of higher-priced mortgage loans from certain appraisal requirements. As mandated by the Dodd-Frank Act,
inn March 2014 these agencies issued a proposed rule that would implement minimum requirements for state

registration and supervision of appraisal management companies.

The FHFA and CFPB also have continued their work on the construction of a National Mortgage Database,

the core of which consists of a nationally representative rolling 5 percent sample of originated mortgage

matched with credit bureau data and supplemented by survey data. This database is intended to provide
regulators with an naprecedented understanding of mortgage market dynamics.

83.2  Consumer Protection
Among its authorities, the CFPB may supervise certain nonbank entities, including mortgage companies,
private education lenders, payday lenders, “lavger participants” of a market for other consumer financial

products and services, and any nonbank covered person that the CFPB has reasonable cause to determine is
engaging or has engaged in conduct that poses risks to consumers with regard 1o the offering or provision

of consumer financial products or services. In July 2018, the CFPB issued a rule to establish procedures by

the CFPB would bring a nonbank covered person under the CFPB's supervisory authority because the

person’s conduct poses visks to consume

The CFPB’s procedural rule is designed to establish a consistent
framework applicable to all affected entities, and thereby provide transparency regarding the procedures the
CFPB would use prior to commencement of a proceeding to notify and give an affected entity an opportunity
to respond to the CFPB's proposed order to supervise the entity.
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It December 2013, the CFPB is
markets for purposes of establishing, in part, the scope of the CFPB’s nonbank supervi

sued another in s series of rules 1o define “larger participants” of specific

on program. The
CTPBs larger-participant rule defines a market for “sindent loan servicing” activities, which covers the
servicing of both federal and private student loans, The rule provides that a person who engages in stadent

loan se

vicing would be a larger participant, and thus subject to the CFPB’s supervisory authority, if the
aceount vohune of the person and its affiliates exceeds one million,

6.3.3 Investor Protection
The SEC issued a final rule in July 2018 implementing Section 926 of the Dodd-Frank Act, prohibiting
director:

officers, and other covered persons from relying on the exemption under Rule 506 nnder the
Securities Act of 1933 for a securities offering if any of these individuals are subject 1o criminal convictions,
disciplinary orders, or other administrative proceedings for wrongful acts, false representations, or other

disqualifying events.

In addition, in July 2013, the SEC adopred rule amendments to strengthen the audit requirements for broker-
ets. Among

dealers and enhance oversight of the way broker-dealers maintain custody of their customers

other things, the amendments require that broker-dealer audits be conducted in accordance with standards
of the Public Company Accorunting Oversight Boasd as provided by the Dodd-Frank Act. In addition, broker-
practices with respect

information about the broker-deale

dealers are required 1o file a new form thar eli

1o the custody of securities and funds of customers and non-customers so that regulators can better monitor

custody practices and oversee security of customer assets.

In September 2013, the SEC adopted rules establishing a permanent registration regime for municipal
O Ty perman cmly

ank Act. The new rules al advis

required by the Dodd-F quire a munic
register with the SEC if it provides advice on the issuance of municipal securities or about certain investment

strategies or municipal derivatives. As a result of these rules, municipal advisors will be subject to a

comprehensive regulatory regime when they provide advice to municipalit
6.4  Data Standards

Data standards improve the clarity and quality of data by providing an unambiguous and universally accepted
meaning, thus increasing confidence in the data, and enabling comparison, aggregation, sharing, and

exchange. Adoption of data standards also reduces the need for costly conversion when exchanging data.
Building, adepting, and using standards for financial data will promote financial stability monitoring and

both better risk management and lower-cost regulatory reporting by firms,

The financial industry, the Council, and the Council's members are inereasingly focused on the need
for data standardization, Many industries have found that sectorwide standardization can reduce costs

and improve efficiency. The OFR works on hehalf of the Couneil to participate as appropriate in indusory

such as the Mortgage Industry Standards Maintenance Organization, to ensure

andards-making bodies

that regulatory needs are satistied in data standard design. The SEC's new Market Information Data Analytics
S
generated by financial marke

tem (MIDAS), introduced in 2013, is an example of regulators’ response to increasing amounts of data

. Oun a typical trading day collects roughly a billion price quotes and

1

trades from 13 stock ex

hanges. Tools like MIDAS require significant data standardization.

6.4.1  Legal Entity identifier

The progress of the global LEL is evidence of the Council and the international community recognizing the
need for data standards. The LET s a code that uniquely identifies partics to financial transactions instantly
and precisely. It is the first non-proprietary global unique endty identifier. The LELis expected to reduce
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snerate considerable cost savings for the financial indusiry in collecting,

regulatory reporting burden and ¢
cleaning, and aggregating data. The LELs a key identifier for enabling better monitoring of risks in the

financial system,

To date, 13 organizations have issued more than 250,000 codes in 178 countries, Council member agencies
have played a key role throughout the LEI development process

, leading work streams, and working

with other regulators and industry to provide recommendations to the G-26 o guide the governance,

em. The OFR’s Chief Counsel carrently serve;

development, and tmplementation of the global LET
sight Committee, and representatives of the Federal Reserve, SEC, CFTC,

Chair of the LEI's Regulatory Ove
QCC, and FDIC sit on this committee. The Global LEY Foundation is being established in Switzerland to
oversee the system, The foundation’s board of directors was nominated in December 2018 and was endorsed
by the FSB in January 2014, It will have authority over a global federation of local operating units to ensure

adherence with LEI governing principles.

Mandatory reporting uses of the LEI will facilitate the rapid deployment of the LEL LEIs are already
ities and Markets Authority’s

required for counterparty identification in the CFICs and the European Secn
swap data reporting requirements and are optional for reporting by private fund investment advisers on
the SEC’s Form PF. The European Banking Authority has decided to recommend the use of LEIs as unique
identification codes for supervisory purposes for every credit and financial institution in the EU. The
Council’s Data Committee is evaluating how to expand the use of the LELin U.S. regulatory and reporting

requirements,

6.4.2  Mortgage Industry

Regulators are working 1o adopt data standards in the morigage industry. As with LEIs, adoption of such

standards offers the benefits of improved data quality, increased efficiency and effectiveness of data sharing

reporting by the industry. The Dodd

ed costs for regulator Frank Act

among regulators, and decr
amended the Home Mortgage Disclosure Act to allow the CFPB to require a UMI, if deemed appropriate.
The CFPB convened a Small Business Review panel in March 2014 to consider a number of issues in Horme
of both the LET and a UML

Mortgage Disclosure Act reporting, including the use

rstemn, regulators need a clear and
con- s M
created placeholders in its standards for the LEIs of financial institutions involvect in each loan, from

Given the size, complexity, and fragmented nature of the mortgage s
vage Industry Standarc

tent identifier of each mortgage. The Mor aintenance Organization

origination through servicing and securitization of mortgages. A vecent OFR working paper described

how a universal mortgage identi=fier could improve aggregation, comparability, and analysis in the U.S,

morigage industry. During the financial erists, the lack of a mortgage identifier made it difficult for lenders
and regulators to have a consistent understanding of trends in originations, underwriting standards,

performance, and loan modifications. A unique mortgage identifier designed to protect individual privacy

Bas the potential to be beneficial in this regard.

The Unifarm Mortgage Data Program is an ongoing initiative implemented by the FHFA and the GSEs to
improve the consistency, quality, and uniformity of data collected at the beginning of the fending process,
as well as for servicing data. Developing standard terms, definitions, and industry standard data-reporting
protocols will decrease costs for originators and appraisers, reduce repurchase risk, and also altow new

entrants to use indust andards rather than having to develep their own proprietary data systems.

6.4.3  Swap Data Repositories
Promoting standardization and transparency in the OTC derivatives or swaps market is a priovity for

the Council and the international regulatory community. At the 2009 Pitisburgh suramit, G-20 leaders
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ALive

s markets and improve transparency and

committed to several reforms to strengthen the OTC deri

regulatory ove 1t. One of the matn elements of these reforms was the mandated reporting of OTC

derivative transactions. QTC derivatives praducts have historically been among the leaststandardized

financial instruments. The Dodd-Frank Act established a new regulatory framework for OTC derivativ

under which all swap transactions must be reported to new entities known as SDRs or SBSDRs.

The CFTC has issued rules identifying specific fields that must be reported for every swap and for classes

of swaps. Those rules require the use of the LELas well as the Unique Product Identifie

, which categoriz
swaps according 1o certain underlying information, and the Unique Swap Idensifier, which identifies
individual swaps, where available.

SDRs for inters sset class

are required to publicly disseminate real-time swap transaction data for these swap transactions, such as

strate, crediy, equity, FX, and other commodity s under the CFTCs jurisdiction
transaction prices and sizes, “as soon as technologically practicable” after the SDR receives such data, unless

the transaction is subject to a time delay. Additionally, all trades are subject to delays during the phase-in of

rate numbers

the CFTC reporting rules. The CFTC has begun reporting aggregated

vap data {such 2 8
of trades and aggregate gross notional amounts) in weekly reports that combine data from the SDRs. These
reports have recently estimated gross notional amounts reported at over $390 trillion.

There are four SDRs in the United States. In an effort to reduce burden, the CFTC required the SDRs to
report rransactions, but did not specify reporting standards regarding data definitions or formats, Towever,
25, The CFTC, with
ragencies, is working to improve and harmonize data reporting by SDRs.

data standards are essential to enable data aggregation across SDRs and across asset clas

support from other Council membe

Legislation in several key jurisdictions has led to a proliferation of trade repositories {internationally, SDRs
are referred to as trade repositories), However, in many jurisdictions, the legal framework for reporting
derivatives transactions Hmits authorities’ ability to obtain access to the information. In the United States,

authorities (other than the CFTC or SEC, as applicable) face obstacles obtaining access to data reported
to and maintained in registered SDRs withowt agreeing to confidentiality requirements and to indemnify

the SDR and the CFTC or SEC for litigation expenses relating to the information provided. This and

aca run counter to the G-20's goals of

" access to trade repositors

other obstacles restricting authoriti

practical and effective ac for authorities and enhanced market transparency. With limited access to data,
authorities, including certain Council members and member agencies, are unable to carry out fully their

mandates to monitor systemic risk and identify potential emerging threats.

The FSB, Committee on Payment and Settlement Systems, and 10SCO have recognized the importance of
standards in derivatives data reporting and the challenges posed by the fragmentation of derivatives data
across global trade repositories. Disparate reporting rules, a lack of uniform data standards, and varying

analy market

access to data across jurisdictions mak

rules for authoritie: s of the global derivati

difficult. To fultill their mandates, authorities may need to combine data from trade repositories within
ration Feasibility Study Group

and across jurisdictions. In 2013, the FSB called for the creation of the /

s and

to study how to ensure that data reported to trade repositories can be effectively used by authorit
options for producing and sharing global aggregated trade repository data. The Aggregation Feasibility Stady

Group inchuades representatives of the CFTC, Federal Reserve, FRBNY, and Treasury, The FSB published a

consultative reportin February 2014, and a final report is expected to be published in mid-2014.

Reguiatory Devsiopments; Council Activities
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6.4.4  Qther interagency Data initiatives

ry 2014, the OFR published an excerpt of its interagency data inventory for describing data that the
Council member agencies collect from financial institutions. The inventory described almost 500 separate
forms currently used in regulatory oversight by Council member agencies. The invertory is intended to

help the OFR and member agencies identify potential gaps in data collection, with the goal of enabling an
evaluation of what, how, and by whom data is being reported. The inventory may also facilitate identification
of any overlaps in collections,

Private §
In July 2018, the SEG released a report on the use of data and records on private investment funds derived
from the new Form PE. The SEC has received a complete set of initial filings from registered investment

advisers on the {form. As of mid-2013, private funds were reporting on more than $7 triltion in re
AL
to financial stability. The OFR published preliminary

ulatory

with Form PE. The Gouncil and OFR are using certain Form PF data to evaluate potential risks

alts from analysis of Form PF data in s 2043

of leverage and VaR. S8EC staf{ has begun to

annual report, including analyst ss the quality of the

data collected—including evaluating the consistency of filer responses and differences in approaches or
assumptions made by Blers—and has used the data to obtain information regarding certain private funds.

The SEC alse has identified a number of uses of the information, including incorporating Form PF data into

SEC analytical tools, using Form P¥ information to monitor the risk-taking activities of investment advisers

1o private funds, conducting pre-examination due difigence and in risk identification, and providing certain

aggregated Form PF data to JIOSCO regarding large hedge funds to offer a more complete overview of the

global hedge fund market.

6.5  Council Activities

651  Determination of Nonbank Financial Companies to be Supervised by the Federal Reserve
One of the Council’s statitory authorities is to determine that a nenbank financial company will be subject

to supervision by the Federal Reserve and enbanced pradential standards if the company’s material financial

distress—or the nature, scope, size, scale, concentration, nterconnectedness, or mix of its activities—could

pose a threat to financial stability. The Council’s authority to make these determinations is an important
‘he Dodd-Frank

and

100l 10 help mitigate potential threats posed by these companies to U.S. financial stability

Act sets forth the standard for the Council’s determinations regarding nonbank financial companic

requires the Council to take into account 10 specific considerations when evalnating those companie

To further inform the public of the Council’s framewaork and processes for assessing nonbank financial

companies, the Council

ued a rule and interpretive guidance, beginning with the release of an advance
notice of proposed rulemaking at its first meeting in October 20140,

The Federal Reserve issued a final rule in April 2013 establishing the requivements for determining if a

company is “predominantly engaged in financial activities,” A company that falls within this definition is
eligible for a determination by the Council that the company could pose a threat to U.S. financial stability
and will be supervised by the Federal Reserve and subject to enhanced prudential standards. For the
purposes of Title I of the Dedd-Frank Act, a company is predominantly engaged in financial activities if 85
percent or more of its revenues or assets are derived from or related to activities that are “financial in nature”
under the Bank Holding Company Act.

n 2018, the Council made its first determinations regarding nonbank-financial companies. The Council
vored in July to make final determinations regarding American International Group (AIG) and General
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Flectric Capital Corporation, In September, the Council voted to make a final determination regarding

Prudential Financial. The basis for each final determination is avaitable on the Council’s website,

The Council’s three determinations in 2013 followed the process laid out in the Council’s rule and guidance.
Each of the nonbank financial companies subject to a Council determination received a letter in June 2013
informing it that the Council had made a proposed determination and providing it with an explanation of
the basis of the Council’s proposed determination. Each company then had 30 days to request a hearing

to contest the Council’s proposed determination. Neither AlG nor General Electric Capital Corporation
reguested a hearing. The Council conducted a hearing for Prudential Financial in July 2013,

6.5.2  Risk Monitoring and Regutatory Coordination

The Dodd-Frank Act charges the Cowncil with responsibility 1o identify risks to U8, financial stability,
promote market discipline, and respond 1o emerging threats to the stability of the U8, financial system.
The Council also has a duty to facilitate coordination among member agencies and other federal and state

agencies regarding inancia

services policy and other developments. The Council regularly examines

significant market developments and structural issues within the Hnancial system. For example, over the past
year, the Council has considered issues such as market volatility, the government shatdown and debt ceiling

impasse, interest rate risk, economic developments in Europe and emerging economies, housing finance

reform, the NASDAQ trading halt in August 2013, and risks to financial stability arising from cyber ity

vulnerabilities. The Council will continue to monitor potential threats to financial stability, whether from
external shocks or structural weaknesses, and to facilitate coordination among federal and state agencies.

To facilitate this risk monitoring process, the Council established the Systemic Risk Committee {SRC),

corposed primarily of member agency staff in supervisory, monitoring, examination, and policy roles. The

SRC serves as a forum for member agency f to identify and analyze potential risks that may extend beyond

the jurisdiction of any one agency.

The OFR plays an important role in the activities of the Gouncil. In 2013, the OFR reported regularly to the
SRC on developments in financial markets, In its 2018 annual report, the OFR issued a prototype Financial

Stability Monitor that assesses risks to the financial system based on five areas of risk: macroeconomic,

market, credit, funding and ligquidity, and contagion,

6.5.3  Study on Asset Management and Financial Stability

In September 2018, the OFR released a report requested by the Council that provided an overview of

the asset management industry and an analysis of how asset management firms and their activities conld

introduce valnerabilities into the financial

tem, The Council had requested the report to inform its

analysis of potential threats asset management activities or firms might pose o financial stability.

The OFR's report noted that asset management activities and firms differ from commercial banking and

insurance activities in that asset managers act primarily as agents, managing assets on behalf of clients as

opposed to investing on the managers’ behalf. Nonetheless, the report stated that some asset management

activities conld give rise 1o thre

o financial stability i improperly managed or accompanied by the use
of leverage, liquidity transformation, or funding mismatches. For example, the report discussed risk-taking
in separately managed accounts and the reinvestment of cash collateral in securities lending transactions.
The report also noted that significant data gaps hamper analysis of the industry. The Council is cousidering
potential next steps with regard to asset management.

Beguiatery Devetopments: Gouncit Actiy
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6.5.4  Operations of the Council
The Dodd-Frank Act requires the Council to convene no less than quarterly. In 2013, the Council et 10

rimes. The mectings bring Council members together to discuss and analyze market developments, threats wo
financial stability, and {inancial regulatory i

sues. While the Council's work frequently invelves confidential

supetvisory and sensitive information, the Council is committed 1o conducting its business as openly and

transparently as practicable. Consistent with the Gouncil’s transparency policy, the Council opens its
meetings to the public whenever possible. The Council held a public se

ssion at two of its meetings in 2013,

Approximately every two weeks, the Conncil’s Deputies Committee, which is composed of senior
representatives of Council members, convenes to discuss the Council’s agenda and to coordinate and
oversee the work of the SRC and the five other functional committees, The other functional committees are
organized around the Council’s ongoing statntory responsibilities: (1) identification and consideration of
nonbank financial companies for designation; (2) identification and consideration of FMUs and payment,
clearing, and setlement activiti

es for designation; (3) making recommendations to primary financial

regulatory agencies regarding heightened prudential standards for financial firms; (4) consultation with the

FDIC on OLA and review of the resolution plan requirements for designated nonbauk financial irms and the

targest BHCs; and (5) the collection of data and improvement of data-reporting standards.

The ability to share data among Council members with confidence that the data will be maintained securely
is important to the Council. To help accomplish this objective, the Gouncil’s Data Committee developed a

framework that builds on existing standards and agreements to enable

he secure sharing of data among

Council member agencies, Each agency retains the discretion to determine haw to apply the framework

internatly, based on the unique nature of that agency's organization or mission.

In 2018, the Council adopted its fourth budget. In addition, the Council fultilled its obligations under the
Freedom of Information Act (FOIA) by responding to FOIA requests in accordance with the Council’s FOIA
regulation, and complied with the Gouncll’s transparency policy by conducting its business in an open and
transpavent wanner whenever possible.

6.5.5 Section 119 of the Dodd-Frank Act

Section 119 of the Dodd-Frank Act provides that the Council may issue non-binding recommendations to

member agencies on disputes about the agencies” respective jurisdiction over a particular BHC, nonbank
for which another

dispute mechanism is provided under Title X of the Act, are excluded.) To date, no member agency has

financial company, or financial activity or product. {Certain consumer protection matter

approached the Council to resolve a dispute under Section 119,
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The Gouncil seeks ta maximize transparency and
accountability while also protecting the market-
sensitive and confidential information that it regularly

considers, Achieving this balance has been a priority
for the Council since its first meeting in October

2010, when it adopted its publicly available byltaws and
transparency policy. The Council opens its meetings to
the public whenever possible and will continue to seek
opporiunities for public engagement. For example, in
December 2013, for the first time, a fepresentative from
the private sector presented at a public meeting of the

Council.

The Council undertook a review of its governance and
transparency policies in 2013 and early 2014 to help

ensure that these policies

reinain appropriate. The
review included consideration of the practices of other
crganizations with similar structures, memberships, or
this work,
the Council-is considering several enhancements to

responsibilities as the Council. As a result ¢

its transparency polic
its Deputies Committee. These efforts are intended
to help the Council achieve its goal of maximizing

and-the adeption of bylaws for

transparency and accountability, while continuing to
protect the confidentinlity of sensitive information. Some
of the changes would formalize or expand on existing

practices of the Council, such as providing public notice

at least seven days before all regularly scheduled Council

meetings and releasing a brief summary of the topics

discussed immediately alter each meeting, in order
to provide the public with information about Geuncil
proceedings well in advance of the release of the ofticial

minutes for each meeting,

The Deputies Committee bylaws would farther clarify
the purpose, duties, and composition of the committee.

Information about the Council’s governance is available

atwww.fsoc.gov.
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71 Risk of Reliance Upon Short-Term
Wholesale Funding

The risk of fire sales continues 1o be a major

souree of Bnancial instability

in the ri-party

repo market. This instability is pardcularly

acute becanse of the large size of the tri-party
repo market and the potential vulnerability

sures that

emanating from liquidity pre
could force many investors to sell assets
stimultaneously.

Repos and seeuritics borrowing transactions

provide a means for participants w enter

into short sales and broker-dealers o meet

ettlement obligations. The tri-part

repo market s used by broker-dealers to
s and chient

finance their secnrities inventor
securities. Funding in this market is primarily
and

Fs, securities fende

provided by M

other institutional cash investors such as

mutual funds, insurance compantes, corporate

treasurers, and state and local government

LTCASUress,

There are two types of fire-sale risk: Pre-
default fire sales occur when a dealer beging
to lose access 10 market sources of funding
and must sell it

securities quickly, Post-defanlt

ales ocour when a dealer defau

stors receive 1S repo collateral in lew of
cash repayment, and sell that collateral in an
uncoordinated and rapid manner.

Large broker-dealers’ tri-party repo books
range between $100 and $150 bitlion. The
collateral is mainly government seeurities, bat
the size of these positions can dwarf the amount
a single investor could expect to sell withow
pushing prices lower on a given day. The

liguidation risk is even greater for less-ligquid,

tower quality collateral,

MMFs and securities levders constitute more than

half of the investor base in tri-party repo. These

firms are vulnerable to same-day calls for liquidity

creating strong pressure w sell assets quickly
MMFs can
harcholders to

if needed to generate that Hquidity,

experience runs when perceived by
Tt
was evident following the bankrupt
Broth

have worrisome risk exposur

s vulnerability
of Lehman

. when investo

withdrew approximately

30 billion (10 poreent of assets) {rom prime
¢ of s

typicaily include mutual funds, pensions, insurers,

MMFs in a couple of days, Lende scurities

and other

t managers that own securith

and can enhance returns by lending securities.
Beeause most securities lending is done against
cash collateral, securities lenders, ot their agent
often hold large pools of cash collateral, which they

refnvest 1o enhance thelr return, Most sec
lending is done on an open maturity basis, which
means that the lender of a security has to return the
cash collateral as soon as the borrower returns the
security, and can face the need o generate liquidity
quickly to make that return,

Pre- and post-defamit five sales require ditferent
visk mitigants. Regulators of broker-dealers can

amine firms to assess thelr management of

rollover risk, the maturity
i}

and liguidity resources. But no single regulator has

of their repo books,

single-day concentrations, and their capital

an ability to impose a coordination mechanism 1o
A1 investors in

support orderty liquidations acro:
the market, Market participants will be eritically

important in defining a sohution to this collective

action problem.

7.2 Developments in Financial Products,
Services, and Business Practices

The financial s

em is constantly evolving. New
products, services, and business practices are being
developed, and cxisting products are undergoing
changes or being used in new ways or with greater
cha

frequency. Thes can oceur for a variety

arging Thsats
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of reasons, including mprovements in technolo

v

that make new practices po

ble, new or changing

regulations, and competition between financial

institutions for customers.

Financial evolution provides a number of benefits 1o

the financial system, Investors and consumers gain

access to new products. New products and services

also may serve the needs of financial institutions.
Along with these benefits come new challenges

to supervisors and regulators. For example, as
regulators institute new regulations, products or
services are often developed that attempt to weaken
the effectiveness of these regulations. In other

[ activities may move outside of the regulatory

perimeter or move from a heavily regulated entity

o an entity that is less regulated. Still, other
innovations may result in products or services where

the interes

s of the provider are not aligned with the
interests of the consumer.

While at times it is possible to evaluate the benefits
of an innovation early on, more often than not it is
difficult 1o determine whether an innovation will

be beneficial to the Hnancial svstem. As a vesuls,
authorities are confronted with the need to make a
judgment about the potential net benefits of a new
practice. Because it is irapossible to foresee how even
seemingly beneficial innovations will ultimately be

wtilized, that judgment can be very difficult,

An example may shed some light on this difficult
determination. CDS were introduced in the early
1990s. CDS allow the buyers of the contracts 1o
transfer the credit risk associated with fixed income
products to the sellers of the conracts, The ability

to set a market price for the creditrisk of a fixed
income product was an important, positive change
for financial markets, and when the market was
velatively small, few questioned the product. The
market grew and evolved until the notional value of
CDS contracis outstanding was over $60 wrillion in
2007, and CDS were being written on increasingly
complex structured products. Concerns 4

rose

abont lack of transparency, flaws in record keeping.,

and the misjudgment of risk that some market
participants appeared to have with respect to their

CDS positions. Ultimately, some of these 16
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contributed to the problems that led 1o the federal
bailout of AlG during the financial crisis,

The changing landscape of the postfinancial erisis
world has fostered many innovations. What follows

are examples of developments in products, services,
and business practices that Couneil member
agencies are currently aware of and are monitoring

50 as to understand the potential benefits and risks.

We list these in order to illustrate the many way
in which innovation is manifested in the current
financial landscape and the need for Council
member agencies to remain vigilant,

& MSRs are increasingly being transferred
to nonbank mortgage servicing companies,
While the CFPB and state regulators have some
authority over these companies, many of them
are not currently subject to prudential standards

such as capital, Hiquidity, or risk management

oversight, Further, in many cases, mortgage

investors' ability to collect on mortgages is
dependent on a single mortgage servicing
company, where faihure could have significant

negative consequences for market participants.

*  Banks are buikling in optionality to the money
market instruments they issue to raise funding,
Some instruments give investors the option
w0 put paper back o the bank ahead of the
maturity date. Others allow the bank to call the

paper prioy 1o is scheduled maturity. These

options satisfy investors’ needs for lquidity, but
they serve other purposes as well, For example,
some institutions have been issuing debt with
an embedded call option, despite the additional
cost. The willingness to bear this cost appears to
be driven by these institutions’ belief that they
do not need to hold liguid assets against these
linbi
days prior to maturity. However, to the extent

es provided they call them 30 or more

that this practice creates expectations of future
caltbacks, a deviation from this practice can

be interpreted as a negative signal by market
participants.

e High demand for single-family rental properties

and low price-to-rent ratios appear to have



attracted new invesiors to the single-family
rental property market, Late last year, the first
securitization of income from single-family
rental properties was issued, However, since
developments in this area are new, there is
uncertainty about how they will impact the
housing finance market, renters, and investors,

In the insurance industry, life insurance

corpanies have increasingly used affiliated

captive reinsurers to address perceived

L and for

redundancies in statutory reserves
other reasons. However, some state insurance
sed concern about this
fe
capital levels of the company.

regulators have expre:

pra and how it affects the overall reserve and

(e

Pension plans are transferring their exposure o

longevity risk to the insurance industyy, In some
instances, both the asset risk and the longevity
risk are transterred to an insurance company.
In other instances, pension plans are keeping

the asset i

k but transferring the longevi

This business

outright to the insurance indust
migration moves risk between spaces with
different regulations. White this migration has

the potential to pro

de significant benefits to
pension plan participants as well as the insurance
industry, italso has the potertial of transferring
significant amotins of visk w the insurance

industry.

Some asset managers are now providing
indemnification w securities lenders as part of
their securities lending business, There are likely
henefits for asset managers (rom combining

indemnification provision with securities lending,

but there also is the potential for enhanced

like banks, asset managers are not
required 1o set aside capital when they provide

indemnification. Also, although asset managers

have access 1o management fees, they do not
have access 1o banks’ stable deposit funding
base. Consequently, the indemnification that

asset managers provide may be a source of stress

on their own balance sheets, while at the same

time resulting in lower protection for the lenders
refative to indemmities provided by banks.
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7.3  Risk-Taking Incentives of Large,
Complex, Interconnected Financial
Institutions

Historically, when large, complex, interconnected
financial institutions became distressed, the official
sector often intervened to maintain financial
stability. In the financial crisis of 2008, the official
sector, including the Federal Reserve, Treasu

and FDIC, provided liquidity and solvency support
to some of the Jargest ULS. financial institutions.
Past support can engender expectations of future
support, and such expectations provide incentives
for further increases in size, interconnectedness,
and complexity. When market participants,
including bond inwv

minsured depositors, and
other counterparties, expect instititions to receive
support, they will not correctly price risk when

lending to and transacting with these institutions.
This will incentivize large institutions to take on
excessive risk, and put pressure on competing firms
to do likewise,

The Dodd-Frank Act explicitly addresses and
attempts to mitigate the incentives and abilities of
large, complex, interconnected financial institutions

10 engage in excessive risk-taking through a

combination of policies.

1. The ActHimiis the ability of the Federal Reserve
o provide extraordinary support to individual
institutions,

2. The Act requires the Federal Reserve to adopt
enhanced prudential standards for the largest
BHCs and designated nonbank financial
companies {(see Section 6.1.1). The siringency
of these requirements must increase with the
size and complexity of the firm. Tn addition, the
Dodd-Frank Act requires the Federal Reserve
to impose a debt-to-equity Hmit on companies
the Council has determined pose a grave threat
o financial stability. On February 18, 2014, the
Federal Reserve adopted final rules establishing
enhanced prudential standards for large BHCs
and FBOs. The final rule also requires a FBO
with a significant U.S. presence to establish an
intermediate holding company over its U.S,
subsidiaries, The Federal Reserve is continuing

Potential Emerging Threats
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7.3.1 Level 3 Assets
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"

Lowar
Suffer Snocks.

to develop single counterparty credit limits
and carly remediation requirements for both
targe BHCs and FBOs.

3. Tide I of the Act requires certain companies
10 develop and submit to the Federal Reserve
and the FDIC their own plan for rapid and
orderly resolution under the Bankruptey
Code in the event the

atlure. Title I of the

experience material

financial distress or {
Act authorizes the FDIC 1o resolve financial
companies whose failure and resolution

under otherwise applicable law would have

serions adverse effects on U.S, financial
stability. The FDIC is developing a sirategic

approach, referred o as SPOE, to carry out
its OLA for resolving a financial company.
On December 10, 2013, the FDIC Board

ter notice for public

approved a Federal Re
comument that provides greater detail on

the SPOE strategy and discusses key issues

that will be faced in a finandial compar
resolution (see Section 6.1.4). Additionally,
the Federal Reserve is considering adopting
a proposal that would require the largest,
most complex U.S. banking firms w
maintain 2 mintnum amount of long-term
unsecured debt owstanding at the holding
company level.

During 2013, the largest U.S. financial
institutions continued to reduce their
complexity, For example, they now hold fewer

ets where fair value measurement is based on

unobservable inputs (level 3 assets), one of the
measures used to identify global systemically
important banks (Chart 7.3.1). Similarly, they
continued to reduce their interconnectedness,
as measured by the estimnated size of the fire-
sale externalities they would impose on the
rest of the system if they were subject to an
adverse shock o their assets or equity capital
{Chart 7.3.2). Some of them increased their
size further, but at a slower pace than during

ince the

the pre-c period. Addivionally,

passage of the Dodd-Frank Act, certain rating

s have lowered their assessments of the

l\g(‘ﬂf
likelihood of government support. Moady’s

assessment of the probability that a bank will




receive support from the official sector or

the parent corporation in times of stress has
declined for most of the largest banks after the
passage of Dodd-Frank Act (Chart 7.3.3). Fitch's
assessment of the likelthood that a bank will
receive support from the official sector in times
of stress depicts a similar picture (Chart 7.3.4),

However, both rating agencies are still of the
ome chance that the

opinion that there
official sector will provide support to the fargest
banks if they become Auancially distressed
{Charts 7.5.3, 7.3.4).

It is possible that these remaining expectations
of official sector support reflect the incomplete
state of Dodd-Frank Act implementation.

To the extent that this is the case, the full
implementation of the orderly resolution facility
and the phasing in of enharnced prudential
standards in coming years should help reduce
remaining perceptions of government support

o large, complex, interconnected financial

institutions.

7.4  Reliance upon Reference Rates as
a Vulnerability

As discussed in the Council’s 2013 annual
report, the problems with USD LIBOR reflect
several interrelated structural factors including
the decline in unsecured interbank markets,
the incentives 1o manipulate rates submitted
scale

o refevence rate panels owing to the vas
of derivatives tied to the reference rate, and

the dominance of instruments tied to LIBOR
in terms of market liquidity. Reliance on USD
LIBOR creates valnerabilities that could pose

a threat to market integrity, the saf

soundness of individual Bnancial institutions,
and to U8, financial stability. First, a reference
rate that is not anchored in observable

transactions or that relies overly on transac
in a relatively lowvolume market increases

the incentives and potential for manipulative
activity. Second, the current and prospective

levels of activity in unsecured interbank markerts
raise the risk that continued production of

LIBOR might not be sustainable. The cessation
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7.3.3 Moody's Systemic Support Uplift
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of such a heavily used-reference rate would pose

substantial fegal risks and could cause substantial
disruptions to and uncertainties around the large
gross flows of LIBOR-velated payments and veceipts

between financial institutions.

Wanipula

Since the

1ed orders bringing and settli

manipulation, attempted manipulation, and

false reporting against Rabobank and ICAP, an
interdealer hroker. In total, five financial institdons
have now settled with the CFTC over charges of
benchmark interest rate manipualation, paying

fines and pe

alties of nearly 83 billion. Glohatly,
penalties paid related to benchmark interest rate

manipufation exceed $6 billion.

sector efforis to strengthen financial market

benchmarks have made substantial progress,

The TOSCO Task Foree on financial market
benchmarks published its final reportin July 2018
establishing principles of governance, guality, and
accountability for all financial benchmarks, 10SCO
intends to review the extent to which benchmark
administrators, within an 18-month timeframe, have
implemented the principles.

In June 2018, the FSB established an Official Sector
Steering Group (O88G) comprised of
central banks and r 8
Federal Reserve and CFTC. The O58G was tasked

with coordinating reviews of existing interest rate

relevant

Hato!

y agencies including the

benchmarks, encouraging the identification of
robust alternative benchmarks by the private sector,
and proposing strategies for transitioning 1o a new

henchmark. The O

SG is seheduled 1o provide its
analysis and recommendations to the FSB in June
2014,

The OSSG's work has focused on LIBOR, the
EURIBOR and the Tokyo Interbank Offered Rate
{TIBOR). While sorne alternative o these rates

could include bank credit risk, other alternative
rates would be largely risk-free and potentially more

appropriate for use in derivatives transactions or

2014 FOOC 7/ Annual Repart

other products wheve credit visk plays a smaller role.
Using largely risk-free rates for these transactions

would lower the risks to financial institutions and
to financial stability from a further decline in

the unsecured interbank market, consistent with
the Council’s recommendations. Separating the
reference rate used for most derivatives from the
interbank market would also remove one of the
significant incentives to manipulate LIBOR and
would allow some users to select a reference rate
that is more appropriate for their purpose than the
current system in which the vast majority of contracts
reference LIBOR.

Caneerns about Other Seference Rates
Since the Council’s 2013 annual report, concerns

about other financial benchmarks, including
od, These
benchmarks are used for valuing numerous

swap rates and FX rates, have incre,

contracts and portfolios of assets, In various

countri

, agencies, including the Department of
Justice in cooperation with U.S, financial regulators,

have begun to investigate charges of manipulation

8

of exchange rate benchmarks. Authorisies are also

investigating charges of manipulation of ISDAfix,

a leading set of benchmarks for interest

te-swap
vates produced by the ISDA,

serve as a reminder of the

These investigations
prevalence of benchmark rates across financial
markets and of their integral importance to the
termn. JOSCO intends 10 review the extent

financial sys

to which its principles have been implemented

across a wide set of financial markets. In addition,
the FSB created a subgroup to undertake a
review of exchange rate benchmarks and market
practices in relation to their use. Conelusions
and recommendations from this review will be
transmitted by the FSB to the G-20 in November
2014,

7.5  Financial System Vulnerability to
interest Rate Volatility

The prolonged period of low interest rates and low
volatility has fed financial institutions and investors

1o search for yield, Low interest rates weigh on

sarnings of banks, credit unions, broker-dealers and
insurance companies, thereby incenting companies



o seek higher-vielding invesuments. The ability of

pension and retirement funds to meet their long-
rerm Habilities is also under pressure, incenting
them to seek more vield,

Investors have responded to the low interest

rate environment in different ways, Some have
extended maturities or invested in lower-quality
s to further enhance returns

credit, or sought way
with leverage. While some leveraged strategies and
investment vehicles have nearly disappeared since

the end of the financial crisis, others have witnessed

alarge growth or resurgence, Among fixed income
mutual funds, high yield and leveraged foan

funds have experienced record inflows. In equity
miarket

, agency mortgage REI'Ts experienced
substantial inflows of funds in the years after the
crisis, Furthermore, hedge fund products such as

visk parity funds—which hold a leveraged position
in fixed income and an unlevered position in
equities so as to achieve the same total volatility in
each of those two asset classes—have continued
1o be popular, Issuance of CLOs is at record
highs, Additionally, higher vields and stronger
economic growth have fueled investments in EM

bonds, pushing flows between 2009 and carly
2013 to record high levels, While cach of these
developments is likely due to a range of factors,

including the economic recovery and an increase in

risk appetite, low interest rates have probably played
a role,

Fin

fow interest rate environment, Some banks have

ancial institutior responded to the
exiended their portfolios’ durations, and caserd
their loan underwriting standards, discounting

risk when setting interest rates, and r’(‘dm'ing the
incidence of covenants. Banks also have increased
the volume of leveraged loans (see Section 5.1.1).
Insurance companies have adjusted their investment

¢ moderately inc

portfolios I asing the duration of
their portfolio and investing in lower quality credit,
MMTFs also have modestly increased the duration of
their fund portfolios (see Section 5.5.1} in order 1o

obtain higher yields.

Since the 2013 annual report, yields in fixed-income
o

markets increased significantly and volatility suy

during the summer (see Bex €). During the May
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o Seprember 2013 perviod, there was

repricing of long-duration fixed-inconie assets,
The sharp rise in rates and volatility triggered
losses across fixed income investment strategies
and vehicles, Bond mutual funds experienced
large outflows; the agency mortgage REIT share

price index lost 25 percent; risk parity funds
posted record losses; and EMs™ financial assets sold

off broadly, While the rise in rates last year was

large by historical standards, it did not create any
disruptions 1o the imermediation function of the

financial

ystem, or more broadly 1o the hanking
and insurance sectors. However, investors did suffer

sizeable losses. In addition, as explained in section

5.1.4, the weakening in housing starts in the latter
part of 2013 has largely been autributed to the rise in

mortgage rates last year.

Despite the relatively benign impact on financial

incre;

stability of last year > in long-term intevest
il

s some potentially important threats o financial

rates, a sharp increase in interest rate volatility
pos

stabitity, The first thr

tis that a-bigger interest-

rock might still occur. While a larger shock

rate §

fess likely, given the normalization of rates that we
have seen so far, it can certainly not be ruled ont,
Moreover, the leveraged strategies highlighted above
zable losses

teave investors potentially exposed to s
should a sharp jump in viclds materialize, and such

dos

s could force institudons to liquidate positions,
pushing vields yet higher,

Asecond concern with interest rate volatlity risk

relates to the recent growth in floating rate loans

and the loosening of underwriting standards. Since
most leveraged lending is done with floating rate
mstruments and borrowers have high levels of debt,

asharp rise in short term interest rates could also

have significant adverse effects 1o these borrowers’

eredit risk and possibly their credit holders. In

addition, since the crisis, some banks have combined
{loating rate lending with market-based pricing,
whereby they tie loans’ credit spreads to horrowers’
CDS spreads. This practice has the potential to

create an amplilying mechanism for interestrate

shocks that may ultimately have

ignificant effects

on borrowers’ credit risk and by extension on their

creditor
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A continued Jow rate environment has additional

ris nancial

s. Towill continue to drain earnings of
institutions. Pension and retirement funds

histori

ally relied on rate of return assumptions
based on earlier periods when interest rates were

hetwee

5 and 10 percent. Therefore, pension and

retirement labilities that were based on assumptions
of such higher returns will rediice the earnings

of these companies, as their assets will yield
substantially less in a Jow-interest rate environment,
ot

¥or insurance companies, low rates af

policyholder behavior in a way that reduces earnings.

In addition, Tow ra

s may make it difficult to sell
new policies for some products ar a profit. In Japan,

a country that has experienced a prolanged period
of low rates for nearly 25 years, a number of insurers

went bankrupt, although low interest vates were only

one conributing factor in a complex process.

7.6 Operational Risks

sreaur

Cyher incidents cau impact the confidentiatity,
integrity, and availability of the information and
technologies essential to the provision of services,
resulting in financial, compliance, and reputation
risk. Moreover, cyber incidents that disrupt, degrade,
or impact the integrity

and availability of eritical
financial infrastructure could have consequences
on operations and efficiency. Such incidents can
undermine the confidence of consumers and
investors, and uitimately, threaten the stability of the

financial system,

In the past two years, several financial institutions

sustained distributed denial-ofsservice attacks to

their public-facing websites, The frequency of such
incidems declined over much of 2013, Other 1ypes
of eyber incidents have engendered public concern,
in part because of their increasing magnitude, For
instance, the recent theft of customer information at
Target and othey retailers showed how skilled cyber
thiewv

could gain ac

o significant amounts of
creditand debit cardholder data, It also highlighted
the potential risks posed by the financial sector’s

or sectors of

interconnectedness with other m
the economy. Indeed, cyber eriminals exploited
vulnerabilities at certain third-party and retailer
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1T networks in order to gain access to customer
information that conld be used illegally throughout
the broader retail payment system, Similar attacks
against other non-financial sector networks may
continue to pose threats to customers of financial
institutions,

Mitigating the evolving cyber threats, effectively

managing incidents, and promoting recovery efforts
are critical to maintaining public confidence and
reducing financial risk. These actions require a
close partnership between the public and private
sectors. In 2013, the Federal Financial Institutions
Examination Council established a cyber-related
working group to review cyber-related activities.
Financial institutions have been investing in ways

to protect their s

steras and infrastructure and

to design their core information and transaction
tems to make it harder for intrude

to gain

ac

s to valuable data, Financial services industry
associations have similarly been focused on
bolstering resitience. The Financial Services Sector
Coordinating Council, and the Financial Services

Information Sharing and Analysis Center are

the private sector’s principal representatives on

Over the last year, these

cybersecurity matte
two groups have collaborated with the Treasury
and members of regulatory, law enforcement, and

intelligence communities to identify measures

and best practices for disseminating timely and
actionable information,

The President’s Executive Order 13636 on
Improving Critical Infrastructure Cybersecurity
should help strengthen these activities, Among
its core provisions is the establishment of a new

cyber

curity framework to encourage private
institutions to strengthen cybersecurity practices as
well as an expedited process for obtaining security
clearances so that qualified employees at these
firms can gain access to sensitive information and

technical assistance from the government,

n addition, the Department of Justice and the
Federal Trade Commi

ston in April 2014 released
an antitrust policy statement on the sharing of
cybersecurity information among industry, which is
designed to reduce uncertainty for those who want

o share ways Lo prevent and combat cyber attac



The financial sector is increasingly

dependent on many other industry sectors,

including energy, transportation, and

telecommunications, a result, a cyber

ical

event that disrupts or destroys any
infrastructure organizations in these areas

could have significant spitfover effects on the

financial sector,

ve angd Mg
A number of different operational issue
affected the ULS. securitie in 2015,

inctuding network connectivity and hardware

s markets

faitlure

software changes and configuration
management errors, and human operational
errors. These issues led to the suspension of
trading on the affected exchanges forup o
several hours, the disruption of trade and quote
publication for stocks, the display of erroneous
trading data, broken trades, the execution

of expired orders, and the publication of
inaccurate quotes. Although none of these

incidents ros Lo

10 the level of posing a th
financial stability, they do serve as important
reminders of the need to address operational
5. Some notable events include:

s On August 20, 2013, an internal error in

Goldman Sachy’s trading systems caused the

firm'’s non-actionable indications of interest
in certain options symbols to be treated as
actnal orders 1o buy and sell options with
unintended limit prices. These orders were
sent to the options exchanges just prior

o the opening of trading. Some of the

resulting rades were cancelled s

ceording
o the obvious error rules of the options

exchanges, but Goldman Sachs took net

losses on the trades that were not cancelled,

»  On August 22, 2013, NASDAQ halted
trading in all NASDAQ-Hsted securities for
more than three hours after the Unlisted

Trading Privileges Securities Information

Processor, the single source of consolidated
market data for Nasdag-listed securities, was

unable to proc

s quotes from the exchanges
for dissemination to the public. Once the
haltwas lified, trading resumed and the
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rarkets held a normal end-of-day close for NASDAQ-

tisted securities.

The importance of system integrity in highly
interconnected markets is critical. When systems do
not aperate as intended, there are consequences for all
market participants, Significant and frequent system
failures that impact financial markets

n potentially
erode nvestor confidence and may threaten marker
stability. During 2013 regulators took steps to address
such infrastructure concerns as well as continue to

address anromated-trading syster issues, In March

2013, the SEC proposed Regulation Systems Compliance
and Integrity to strengthen the automated systerns

of important participants in the secuvities markets
Additionally, in September 2013 the CFTC published
“Concept Release on Risk Controls and Systems

Saf

uards for Automated Trading Environmens” which
requested information about market practices refating
to the use of automated wading systems and possible
regulations that would have a direct impact on a wide
variety of market participants.

77  Foreign Economic and Financial
Developments

Foreign risks can threaten U.S, financial stability and

economic activity. The nature of these risks has shifted

over the past year with many EMEs experiencing
considerable market stress, stemming from a number
of domestic

and changes in expectations

“hallenges
for U.S. monetary policy. EMEs have generally stronger
macroeconomic fundamentals and structural buffers

compared to previous crisis periods. China's ability to
reform its economy while avolding an ahrupt stowdown
in growth remains critical for the global economy and
EMEs in particular. In the past year, potential risks in the
euro area and Japan have declined, Suill, the potential for
shocks 1o the U.S, economy from strains abroad

remain significant.

There are a number of channels through which
international developments could spill over to the U.S.
economy and financial sys

em. For example, weakness in

foreign growih and asset prices may translate into lower

demand for U.S, exports, weighing on U.S. growth. In

aggregate, EMEs import the largest share of U.S. goods
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7.71  Destination of U.S. Exports of Goods and Services
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7.7.2 Country Exposures of All U.S. Banks

As O Sep-2013

Gross- Foraign
Border  omice  Total Exposure  Wemo:
Claims. Claims Relative to Unused
fa 8 8 of Tier 1 Capital  Commitments
u oy mens ot usy
Europs 955 513 150% 246
-Europrea 906 7t 76 80% 134
Japan 377 134 225 3% 31
Total EME 786 367 w78 70% 87
- China 88 53 33 8% 5

Source: FFIEC Country
Exposure Report
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and service

exports, with the largest raporters
being Mexico and China, In addition to its
direct trade ties to the United States, China
also stands out for its significant contribution o
global growth—roughly ene-quarter since 2010.
Trade links with Japan and the euro area are
sizeable as well (Chart 7.7.1).

Another channel for spillover is through

VLS. banks’ country exposures (Chart 7.7.2).
Exposures to EMEs totaled $786 billion,
including sovereign and private sector
exposures, as of the third quarter 2013
weighted toward private sector borrowers in
investment-grade rated countries, with the
largest exposures to Brazil, Mexico, Korea,
India, and China. U.S. banks’ total exposure
to Europe is even greater at $1.7 willion, while
Japanese exposure totals $377 billion. Indirect

exposures are also important; some European

in the euro

banking systems, including one

area periphery, have larger exposures to EMEs
than do the 1.8, banking system banks.

Emerging Markels

U.S. economic and financial linkages with
the emerging world in aggregate are sizeable,
but links with any one country appear
timited. While EME growth has decelerated
in recent years, and external vudnerabilities
have increased, risks of a broad EME crisis
appear contained. Past EME crises have often

come in clusters, reflecting changes in the

global environment, shared vulnerabilities,
and common external funding sources. The
downside risk is that conditions deteriorate,
reducing growth, which spurs further
reductions in capital flows o EMs and increases
global financial strains,

In some countries, market confidence in the
wrajectory of domestic policy or politics has
declined, contributing to financial pressures,
Additionally, there are signs of increasing
vulnerability in the corporate sector in

sowe EMEs stemming from signify

borrowing and deteriorating profirability
in the context of weaker growth, However,

the level of vulnerability across the EX



appears materially lower than in the run-up to

past erists episodes. This reflects improved policy
frameworks, inchiding flexible exchange rate
regimes, independent central banks, and generally
Moreover,

lower levels of government indebtednes
existing fore
debt in most EM

1 reserves can cover years of maturing

providing scope to tide out
periods of increasing market volatility and reduced
funding. Additionally, while foreign portfolio
inflows have surged since the global financial crisis,
the relative importance of stable foreign direct

in EMT
alse increased. Finally, EME banks generally have

investment flow

T external funding has
stronger capital and liquidity positions and are
better managed and supervised than has historically

been the case,

China

Recent Chinese economic data suggest that activity
is decelerating, in line with the government's
desire to slow credit expansion (see Section 4.4.2),

Given the difficulty in achieving a well-timed and

calibrated rebalancing, autho s will encounter
significant challenges in their attlempts to shift
growth away {rom inefficient iyvesument and

exports towards conswmption. Authorities also face

a challenge in addressing liquidity risks and rapid
growth in off-balance sheet Habilities In the financial
sector, which contributed 1o elevated volatility in the
interbank money market in the second half of 2013,
China is set to gradually undertake a host of difficult

structural reforms, such as interest rate and capital

account liberalization. China's strong external

position, however, provides an important buffer

against shocks.

Eurg
Tublic sector debt burdens, at the periphery, are
projected to stabilize at high levels, leaving that part
of the euro area vulnerable to policy sethacks, shifts
in market sentiment, and eventually, rising interest
rate

The announcement of the ECB’s outright

monetary transactions (OMT) program effectively

ed as a bac o debt

op to peripheral sovereig
markets and contributed to the sharp reduction
in peripheral spreads since June 2012, However,
the OMT isell is now subject to some uncertainty
following the decision by Germany's constitutional

court 1o refer its case on the program’s legality o
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the European Court of Justice, indicating thag it
views the current program as non-compliant with
the EU Treaty.

Financial fragmentation within the euro area also
sts. The
the largest euro area banks will be an important test

pe LCR's comprehensive assessment of
for the new regulatory and supervisory framework
ty of the ECB

and confidence in euro arew’s banks, Ensuring

dons for the credibi

with implic

adequate credibility and transparency regarding

rethodology, risk exposures and results, given
timited clarity regarding available nagional and

regional backstops to addy

s identified capital
shortfalls, will be tmportant for the success of the

exercise,

7.8  Data Gaps and Data Quality

More than five vears after the financial crisis,
regulators have made significant progress in

addry

ing financial data gaps. Regutators collect
real-time data from derivatives markets, detailed
loan- and position-level financial data from banks,
and data from MMFs and private funds.

However, gaps reroain in the data that are available,
both to regulators and market participants. The
Council remains concerned about the risks of
fanding runs and fire sales in wholesale funding
markets. Council members have highlighted
weakne:

es in the scope and availability of data

that ar

available to regulators concerned with
monitoring these risks, particutarly around repo
and securities lending activities. U8, banking
regulators now have access to fairly detailed data
on tri-party repo and GCF repo transactions
through the two clearing banks that conductall of
the domestic matching and seutlement activity and
have this information for all of their customers.

However, regulators and policymakers currently ‘

have no reliable, ongoing information on bilateral
repo market activity, which is move difficult
colect becanse activity in this segruent does not flow
through a settlement agent like tri-party and GCF
repo transactions do,

Potential Emerging Threats




166

There are similar data gaps regarding the securities

f financial ins

lending activities titutions. Regulators

are still unable to fully monitor securities lending

wansactions and the reinvestment of cash collateral.
Itis diffient to know the depth of securities lending
in a particular issue, the counterparty exposures, or
the mumber of times that an issue has been re-lent.

The Dodd-Frank Act requires the SEC to adopt rules

incr

ing the transparency of information gbout
securities fending available 1o broker-dealers and

The lack of data standards governing legal eniities,
instruments, and transactions continues (o create

challenges for financial analysis, risk management,

supervision, and financial stability mouitoring.
There has been important progress in rolling out
the LEI to precisely identify pasties to financial
transactions. However, more work remains. Working
, the OFR

is tasked with promoting financial dawa standards

closely with Council member agenci

and has taken a Jead role in the rollont of the LEL
Although the mandating of the LELin the CFTCY
SDR rules initial

spurred the implementation of

the LEIL other regulators have only recently begun

1o establish the LEI in regulatory reporting and
rulemakings.

An important development in 2014 is the continued
creation of SDRs and SBSDRs, which colleet

and maintain confidential information about
transactions and make those data available to

vegulators, However, under current rules the

repositaries have jon in how

they report the data. Without strong and conmon
standards, the data collected by repositories are
unlikely 1o bring the d

estred benefits w connterparty
s The
CFTC is working o improve data quality and data

s andd financial stability monitorin

ana

standards in swaps data reporting with input from

the OFR. However, some U5, authorities” aceess

1o these data remains a challenge due o legal and
other obstacles.
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Asset-Backed Commercial Paper
Asset-Backed Securities
Avaitabie-for-Sale

American international Group

Assets Under Management

Backstop Capital Requirements

Rank Hofding Company

Bank of England

Bank of Japan

Commercial and Industrial
Comprehensive Capital Analysis and Review
Centrat Counterparty

Credit Default Swap

Certificates of Deposit

Bureau of Consumer Financial Pratection

Commodity Futures Trading Cs

Cotlaterafized Loan Diligation

Cammercial Mortgage-Backed Security

Conditional Value-at-Risk

Commercial Paper

Commercial Real Estats

Abbrgviations
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DFAST

0TCC

Bt

£CB

EM

EME

314

EY

EURIBOR

FASB

FBO

FDIC

FHA

FHFA

FICO
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FOIA

G 77 Ananal Repert

168

Common Securitization Platiorm
Dodd-Frank Act Stress Tests
Depository Trust and Clearing Corporation
Debi-to-tncome

European Central Bank

Emerging Market

Emerging Market Economy
Exchange-Traded Funds
Exchange-Traded Produst

Eurppean tinion

Euro Interbank Offered Rats

Financiat Accounting Standards Board
Foreign Banking Organization

Federal Deposit Insurance Corporation
Federal Housing Administration
Federal Housing Finance Agency

Fair lsaac Corporation

Federal insurance Office

Financial Markst Utilities

Freedom of information Act

Federal Open Market Committee
Federal Reserve Bank of New York
Financial Stabifity Board

Financiat Stability Oversight Council



FX

G-20

GCF

GoP

G-8IF

G5l

HLA

HUD

A8

1ASB

ics

MF

1080

iSDA

JGB

LR

LEf

LIBOR

MBS

MIDAS

MMF

MPC

MSPs
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Foreign Exchange

The Group of Twenty

General Collateral Finance

Gross Domastic Product

Government-Sponsored Enterprise

Global Systemically important Financial institution
Global Systemically Important insurer

Higher Loss Absorbency

4.5, Department of Housing and Urban Development
International Association of insurance Supervisars
International Aseounting Standards Board
insurance Gapital Standard

International Monetary Fund

ational Organization of Securities Ci

nternational Swaps and Derivatives Assosiation
Japanese Govesnment Bond

Liguidity Coverage Ratio

Legat Entity identifier

London Inferbank Offered Rate
Mortgape-Backed Securities

Market information Data Anaiyﬂcs‘system
Money Market Fund

Maonetery Policy Comimittee

Major Swap Participants

Abbreviationg




MSR

NAIC

NAV

NFIR

0ce

OFR

085G

418

PIC

PFMI

hit)

REIT

Repo

RESPA

RMBS

ROA

RWA

S&P

SBSDRs

SBSR
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Mortgage Servicing Rights

Nationat of Insurance Gi

Nat Asset Valug

National Federation of independent Businesses

Net interest Margin

Office of the Comptrolier of the Currency

Otfice of Financial Research

Orderly Liguidation Authority

Qutright Menetary Transactions

Officiat Sector Steering Group

Qver-the-Gounter

Property and Casualty Insurance

Principles for Financial Market infrastructures

Quatitied Mortgage

Qualified Residential Morigage

Real Estate investment Trusts

Repurchase Agreements

RAeal Estate Settlement Pracedures Act

Residential Mortgage-Backed Securities

Return on Average Assets

Risk-Weighted Assets

Standard and Poor's

Seeuritv-R
RCLITLY

d Swap Data Rep

Security-Based Swap Reporting
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SEC

SPOE
SRC
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TILA

U.S. GAAR
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uPB
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VaR

Vix

WMP
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Swap Data Repositaries

Secwrities and Exchange Commission
Swap Execution Fagifities

Systemic Expected Shortfalf

Senior Loan Officer Opinion Survey
Single Point of Entry

Systemic Risk Committee

Tokyo interbank Dffered Rate

Truth in Lending Act

Benerally Accepted Accounting Principles
Unique Mortgage identifier

Unpaid Balance

LS. Dollar

Valug-at-Risk

Chicago Board (ptions Exchange Valatifity index

Weaith-Management Products

Anbraviations




Asset-Backed Commercial Paper
{ABCP)

Asset-Backed Security {ABS}

Avaitable-for-Sale (AFS)

Base Money

Basel 1 Common Equity Tier
ratio

Rilaterat Repo

Cany Trade

Central Counterparty (CCP)

Clearing Bank

Cofiateral
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Short-term debt that has a fixed maturity of up te 270 days and
is hacked by some financial asset, such as frade receivables,
consumer debi reced ecurities, or auto and equit foans

of leases.

A fixed income o other security that is collateralized by any type of
self-tiguidating financial asset that atiows the holder of the security
to receive payments that depend primarily on cash flows from the
assats.

An accounting term for debt and equity securities that are
accounted for at fair valug on firms' balance sheets and arg not
classified as trading securities or as held-fo-maturity securities,
Changes in fair value for AFS securities are recognized in
stockhoiders’ equity as part of accumutated other comprehensive
incoma.

The sum of currency i circulation and reserve halances.

A ratio which divides cammon equity Tier 1 by Basel fif risk-
weighted assets.

Bilateral repos are repos between two institutions where
settiement typically occurs on a “defivery versug payment” basis.
Mare spacifically, the transfer of the collateral to the cash lender
ecours simultaneously with the transfer of the cash io the collateral
provider,

An investment strategy involving berrowing at fow interest rates to
purchase assets that yield higher retumns.

An entity that interposes itself between counterparties to contracts
traded in one or mare financial markets, becoming the buyer to
every sefier and the seifer to every buyer and thereby ensuring the
performance of open contracts.

A BHG subsidiary that facifitates payment and settiement of
financial transactions, such as check clearing. or facilitates trades
Detween the seflers and buyers of securities or other financial

instruments or contracts.

Any asset pledged by a borrower te quarantee payment of a debt.

Clossary




Collateratized Loan Obligation
CLOY

Collateratized Morigage Qbfigation
[

Collateral Transformation

Commercial Mortgage-8acked

Security {(CMBS)

Commercial Paper (CF}

Common Securitization Platform
{CSPY

Comprehensive Capital Analysis
and Review {CCAR)

Conditionat Value-at-Risk {CoVaRy

Consurrer Price Index (CPY

Gonvexity Event Risk

014 FSOU 7/ dmmal Repore

173

Securitization vehicles backed predominantly by commercial loans.

An obiigation of a bankruptcy remote special purpose vehicle with
elaims o specific cash flows from a poot of MBS, The streams of
peincipal and interest payments on the MBS underlying loans are
distributed to the different classes of CMO interests, known a3
tranches, accarding to a deal structure, Each franche may have
different principal balances, coupen rates, prepaymant risks, and
maturity dates.

in securities fending on a non-ash collateral basis, a party usually
swaps, or temporarily sxchanges their lower quality assats, by
posting them as collateral for higher quality assets, such as
Treasury securities.

A security that is collateralized by 2 pool of commerciat norigage
foans and makes payments derived from the interest and pringipal
payments on the underlying mortgage feans.

Short-term {maturity of up to 270 days), unsecured corporate debt,

A common securitization infrastructure between Freddie Mac and
Fannie Mag for RMBS,

An annual exercise by the Federal Reserve to ensure that
ingtitutions have robust, forward-looking capital planning
processes that account for thelr unigue risks and sufficient capital
to continue operations throughout times of economic and financiat
stress.

The valug-at-risk (VaR) of the financial system conditional on
Institutions being in distress.

A monthly index containing monihly data on changes i the prices
paid by urban consumers far a representative baskat of goods and
services.

Risk that an initial increase in fong-term interest rates can be
significantly amphfied by many MBS investors actively hedging
{he duration of their MBS. Convexity events can result in rapid
changes in long-term interest ral harp increases In interast
rate volatility, and reduced liguidity in fixed income markets. See
Duration Hedging.




Credit Datault Swap {CDS)

Credit Rating Agency

Debt-to-fncome {OTH Ratio

Defined Benefit {OB) Plan

Defined C {0C) Pian
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A financial contract in which one party agrees to make a payment
1o the ofher party in the event of a specified credit event, in
exchange for one or more fixed payments.

A yrivate company that evatuates the cradit quality of debt
issuers as well as their issued securities and provides ratings

on the issuers and those securities, Many credit rating agencies
are Nationatly Recugnized Statistical Rating Crganizations, the
fargest of which are Fitch Ratings, Moody's Investors Service, and
Standard & Poor’s,

The ratio of debt payments to income for a borrower.

A retirement plan in which the cost to the employer is based ona
predetermined formuta to caloutate the amount of a participant's
future benefit. in DB plans, the investment risk is borne by the plan

Spensor.

Arati pian in which the cost to the employer is mited 16 the

Distress Insurance Premium (DIP}

Dodd-Frank Act Stress Tests
(DFAST)

Duration

Duration Hedging

Earo interhank Offersd Rate
{EURIBOR}

Exchiange Traded Product {ETP}

specified annual in DC plans, the i risk is
borne by the plan partisipant.

A measura of systemic risk that integrates the characteristics of
bank size, default probability, and interconnectedness.

Annual stress tests required by Dodd-Frank for national banks and
federal savings associations with total consofidated assets of more
than $10 bition.

he sensitivity of the prices of bonds and other fixed-income.
securities fo changes in the fevel of interest rates.

A process of dynamically changing portfolio atiocation 1o fixed
income instruments—such as Treasury Securities or futures, or
interest rate swaps or swaptions—so as o imit Buctuation of the
gortfofio interest rate duration.

The rate at which Euro interbank term deposits are offered by one
prime bank to another prime bank within the euro area.

An investment fund whose shares are traded on an exchange.
ETPs affer continunus pricing, unlike mutual funds which offer only
end-of-tay pricing. ETPs are often designed lo track an index or a
portiolio of assets.




Federal Funds Rate

FIE0 Score

Financial Market Infrastructure
(i)

Financial Market Utifty (FMU)

Fire Sale

Fiscal Consoiitiation

Fiscal Year

Futtire

General Collateral Finance {(GOF)
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The interest rate at which depository institutions tend baiances

to each other overnight. The FOMC sets a target lavel for the
overnight federal funds rate, and the FRBNY then uses open market
opgrations to influence the overnight federal funds rate to trade
around the poficy target rate or within the target rate range.

Ameasure 0f @ borrower's craditworthiness based on the
horrower's credit data; developer by the Fair isaac Corparation.

A muitiiateral system among participating financiat institutions,
including the operator of the system, used for the purposes of
recarding, clearing, or settling payments, securities, derivatives,
or other financial transactions. Under the Dodd-Frank Act, certain
FMis are recognized as FMUs.

A Dodd-Frank defined entity, which, subject fo ceriain exclusions,
is “any person that manages or operates a multilateral system

for the purpose of transferring, clearing, or settfing payments,
securities, o other financial transactions among financlal
institutions or between financial institutions and the person.”

The disorderty liquidation of assets {o meet margin requirements

or other urgent cash nesds. Such a sudden sefloft drives down
prices, potentially below their intrinsic value, when the quantities to
be sold are large relative to the typical volume of fransagtions, Fire
sales can be self-reinforcing and lead to additional forced selfing by
some market participants that, subsequent to an initial fire sale and
consequant decline in agset prices, may also need to meet margin
or other urgent cash nseds,

Changes in government palicy pertaining to taxes and spending
intended {0 reduce deficits and siow the pace of debt accumulation.

Any 12-month accounting period. The fiscal year for the federal
government begins on October 1 and ends on September 30 of the
foffowing year; it is named after the calendar year in which it ends.

A stendardized contract fraded over exchanges to buy or sell an
asset in the future.

An interdealer repo market in which the Fixed Income Clearing
Carporation plays the sole of intraday GCP. Trades are netted at the
end of each day and settled at the tri-party clearing banks.

See Tri-party Repo.
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Government-Sponsored Enterprise A corporate entity that has a federal charter authorized by law, but

(G5E)

Gross Domestic Product {GOF}

Hatd-to-Maturily

Heme Equity Line of Cradit
{HELOC)

High-Quality Liguid Asset

Household Debt Service Ratio

Interest Rate Risk Management

interest Rate Swap

Large-Scale Asset Purchases

that is a privately owned financial institution. Exampies include
the Federal Nationai Mortgage Association (Fannie Mae) and the
Federal Home Loan Mortgage Corporation (Freddie Mac).

The broadest measure of aggregate economic activity, measuring
the total vatue of all final goads and services produced within a
courtry’s borders during a specific period,

The discount, represented as a percentage of par or market value,
at which an asset can be pledged as collateral, For example, 2
$1,000,000 bond with a 5 psrcent haircut would colfateralize a
$950.000 loan, The purpose of a haircut is to provide a coffateral
raargin for a secured lender.

An accounting term for debt securities held in portfofio and

s any impairment, under the proviso that
the campany has no intent to sell and it is more fikely than nat that
it will hold those securities to maturity.

accounted for at cost le

Alline of credit extended fo a homeowner that uses the home as
coltaterat

Assets such as government bonds that ave considered eligible as
figuidity huffers in Baset #l's LCR, High-quality figuid assets should
e fiquid in markets during times of stress and, ideadly, be gentral
bank gfigibie.

An estimate of the ratio of debt payments o disposable personal
income. Debt payments consist of the estimated required payments
on outstanding morigage and cossumer debt

The management of the exposure of an indjvidual's or an
institution’s financial congition to movements i interest rates.

A darivative contract in which twn partiss swap interest rate cash
fiows on a perlodic basis, referencing a specified notional amount
for a fixed term. Typically one party will pay a predetermined fixed
rate while the other party will pay a short-term variable reference
rate thaf resefs at specified intervals

Purchases by the Fedaral Aeserve of securities issued by the LS,
government or securities issued or guaranteed by government-
spansored agencies {including Fannie Mae, Freddie Mac, Ginnie
Mae, and the Federal Home Loan Banks) in the impiementation of
monetary policy.




Legat Entity ldentifier (LE}}

Level 3 Assets

Leveraged Buyout

Leveraged Lot

London interhank Qfferad Rate
{LIBORY

Liguidity Coverage Ratio {LTR}

Loan-to-Value Ratio

Major Sec
Participant

ify-Based Swap

Major Swap Participant (MSP}

Maturity Gap

2OVE FSOOT /1 Amanal Report

177

A 20-digit alpha-tumeric code that connects to key reference
information that enables clear and unigue identification of
comparies participating in global financial markets. The LE!
system is designed 1o facifitate many financial stability objectives,
incluting: improved risk management in firms; better assessment
of microp iat and mac ial risis; ition of grderly
resolution; containment of market abuse and financial fraud; and
provision of higher-quality and more aceurate financial data.

Assets where fair value measurement is based on unobservable
inputs.

An acquisition of a company financed by a private equity
contribution combinaed with borrowed funds, with debt comprising
significant portion of the purchase price.

Loans extended to a borrower who already has significant amounts
of debit or whose debt iz not rated investruent-grade by credit rating
agencies.

The interest rate at which banks can borrow unsecured funds from
other hanks in London wholesale money markets, as measured by
daily surveys. The published rate is & Irimmed average of the rates
obiained in the survey.

A Basel Hif standard to snsure that a bank maintains adequate
unsncumbered, high-quality liquid assets to meet its anticipated
fiquidity needs for a 30-day horizon under a fiquidity stress
scenatlo specified by supervisars,

The rafio of the amount of a Ioan fo the value of the asset that
the foan funds, typically expressed as a percentage. This is a key
metric when considering the level of collateralization of a mortgage.

A persan that is not a security-based swap deajer and maintains a
substantial position in security-based swaps, creates substantial
counterparty exposure, or is a financial entity that is highly
teveraged and not subject to federal banking capital rules.

Aperson that is not a swap dealer and maintains a substantiat
position in swaps, hoids cutstanding swaps that create substantial
counterparty exposure, or is a highly Jeveraged financiaf entity
which is not otherwise subject fo capital requirements.

The weightad-average time to maturity of financial assets fess the
weighted-average time to maturity of Halilities,



Money Market Mutuat Fund
{MMF}

Mortgage Servicing Company

Mortgage Servicing Righls {MSRs)

Marigage-Backed Security (MBS}

Municipal Bond

Net Asset Value (NAV}

Net Interest Margin {NIM}

Qpen Market Operations

Tption

Outright Monetary Trangactions
(OMT)

Dver-the-Counter (0TCY
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A typs of mutual fund that invests in short-term, Hiquid securities
such as government bilfs, CDs, CF, or repos.

A company that acts as an agent for morigage holders by cofiecting
and distributing mortgags cash flows. Morigage servicers

also manage defaults, modifications, seitlements, foreclosure

p ings, and various notifications of $ and investors.

The right to servics and coliect fees on a mortgage.

ABS backed by a pool of mortgages. investors in the security
receive payments derived from the interest and principal payments
on the underlying morigages. This term typicatly appiies to MBS
issued or guaranteed by the GSEs; these securities can also be .
cafled “agency MBS.”

A bond fssued by states, citfes, counties, loval governmentat
agenicies, o7 certain nongovernment issuers to finance certain
general or project-refated activities.

An investment company's total assets minus its total liabifities.

et interest income as percent of interest-eaming assets.

The purchase and sale of securities in the open market by a centrat
bank to implement monetary policy.

A financial contract granting the holder the right but not fhe
obiigation 1 angage in a future transaction on an underlying
sequrity or real agset. The most basic examples are an equity call
option, which pravides the right but not the obligation 1o buy &
bioek of shares af a fixed price for a fixed period, and an equity put
option, which simitarly grants the right to seil a block of shares.

An ECB program under which secondary market purchases of
sovereign bonds can be made, with the aim of safeguarding

propriate monetary policy igsion and the sk of
he monetary policy. A nacessary condition for OMT is a support
agresment under which the Europsan Financial Stability Facifity or
European Stability Mechanism program can make primary market
purchases of soversign debt. Such an agreement would include 3
range of policy conditions.

A mathod of trading that doas not invalve an organized exchange.
in DTM markets, partisipants trade directly on a bilateral basis,
typically through vaice or computer communication and often with
ceriain standardized ion with counterparty

terms.

Giossary




Prudentiat Reguiation

Pubiic Debt

Purchasing Managers index

Quatitied Mortgage QM)

Qualified Residential Mortgage

{QRM)

Qualitative and Quantitative

Easing

Real Estate Investment Trust
(REIT

Receiver

Repurchase Agreemant {Repo)
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Regulation aimed af ensuring the safe and sound operation of
financial institutions, set by both state and federal authorities,

Al debt issued by Treasury and the Federal Financing Bank,
inciuding both debt held by the public and debt held in
intergovernmental accounts such as the Soctat Security Trust
Funds. Not included is debt issued by government agencies other
than the Department of the Treasury.

An index tased off a survey of manufacturing companies, which
asks questions about new orders, inventory levels, production,
supplier deliveries and the employment environment.

Amortgage loan that meets certain underwriting criteria
announced by the CFFB. An originator of a QM is provitled with
certain protections from borrower lawsuits alleging that the
originator failed to fulfiltits duty under the Dodd-Frank Act to make
a good faith and reasonable determination of the borrower's abifity
to repay the loan.

Amorigage loan that is exempt from the Dodd-Frank Aet's
securitization risk retention rule requiring securitization ssuers to

resain a portion of secusitized risk exposure in % ions that
they issue.

A pragram introduced by the Bod in April 2013 1o achieve the price
stability target of 2 percent in terms of the year-on-year rate of
change in the CP1 at the earliest possible fime, with a time horizon
of about two years. The program will double the monetary base
and the amaounts outstanding of JGBS as well as ETFs in two years,
and more than double the average remaining matuwity of JGB
purchases.

An operating company that manages income-producing real estate
or real estate-related assets, Certain REITS alsp operata reai estats
proparties in which they invest. To qualify as a REIT, a company
must have three-fourths of s assets and gross income connected
to real estate investment and must distribute at least 80 percent

of it taxable income to shareholders annually in the form of
dividends.

A custodian appointed fo maximize the value of the assets of a
failed institution o company and 1o setfle its fabilities.

The sale of a sacurity combined with an agreement to repurchase
the seeurity, or a similar security, on a specified futwre dafe ata
prearranged price. A repo is & secured lending arrangement.



Residential Mortgage-Backed
Security (RMBS}

Revolving Credit

Risk-Based Capitat

Risk-Weighted Assets (RWA)

Roflover Hisk

Run Risk

Securities Information Processor
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A security that is collateratized by a poo! of residential mortgage
foans and makes payments derived from the interest and principal
payments on the underlying morigage foans,

Afending arrangement whereby & lender commits to provide a
certain amount of funding to a borrower on demand, The borrower
may generally draw funds and repay the committed funding at any
time over the term of the agreement.

An amount of capital, based o the risk-weighting of various asset
categories, that a financial institution hoids to help protect against
fosses.

Arisk-based concept used as the denominatar of risk-based capital
ratios {common equity tier 1, ther 1 risk-based, and fotal risk-based)
with respect to Basel capitat guidefines for banking organizations,
The RWA is a weighted total assat value calculated from assigned
risk categories or modeled analysis. Broadly, total RWA are
determined by calculating RWA for market risk and operational risk,
a8 applicable, and adding the sum of RWA for on-batance sheet,
off-balance sheet, counterparty, and other credit risks. Details vary,
in part, depending upon the version(s) of Basel capital guidelings
that may apply o the banking organization.

The rigk that as an institution's debt nears maturity, the institution
may riot be abie to refinance the existing debt ar may have fo
refinance at less favorable terms.

The risk that lnvestors lose confidence in an Institution—dug 1o
concerna abaut counterpariies, collateral, sohvancy, of related

issues—and raspond by puling back their funding.

A system that consolidates and disseminates equity prices.

Securities Lending ing

Sacuritization

The temporary transfer of securities from ane party to another for
a specified fee and term, in exchange for coflateral in the form of
cash or securities.

Afinancial transaction in which assets such as mertgage loans are
puoled, securities representing interests in the pool are issued, and
proceeds frem the underlying pooled assets are used to service

and repay securities issued via the securitization,
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Swap Dealer
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A persen that hoids itself out as a dealer in security-based swaps,
makes a market in security-based swaps, regularly enters inta
seeurity-based swaps with counterparties, or engages in any
activity causing it to be known as a dealer or market maker in
sacurity-hased swaps; dues not inslude a person entering info
security-based swaps for such person's own account.

Short-term funding instrumenis not covered by deposit insurance
that are typically issued to institutional investors. Examples inchude
farge checkable and time deposits, brokered CDs, GR, Federal
Home t.0an Bank barrowings, and repos.

A bond that compensates the hoider with other bonds rather than
cash.

An exchange of cash flows with defined terms and over a fixed
period, agresd upon by two parties. A swap contract may reference
underlying financial products actoss various asset classes including
interest rates, credit, equity, commaodity, and £X.

A person that coflects and maintains information or records

with respact to ransactions or positions in, or the terms and
conditions of, swaps emered into by third parties for the purpose
of providing a centralized recordkeeping facility for swaps, i
certain jurisdictions, SDRs are referred to as trade repositories.
The Committes on Payment and Settlement Systems and 105C0
describes a trade repository as “an entity that maintains a
centrafized efectrunic record (database) of transaction data.”

Aterm definad in the Dodd-Frank Act as a trading platform which
market participants use to exscute and trade swaps by accepting
bids and offers made by other participants,

A person that holds itself out as a dealer in swaps, makes a
market in swaps, regularly enters into swaps with counterparties,
or engages in any activity causing i to be known as & dealer or
market maker in swaps; does ot include a persan entering into
swaps for such person's own acgount.

Afutures contract that mimics the economic substance of a swap.
A systemic risk indicator that estimates the extent to which the
market value equity of a financial firm wouid be depletad by a

dectine in equity prices.

An gption granting the right to enter into a swap, See Option and
Swap.



Tri-Party Repo Infrastructure
Reform Task Force

Tier 1 Capital

Tier 1 Common

Time Deposits

Tri-Party Repo

Underwriting Standards

wt-Risk (YaR)

Wealth-Manayament Products
(WMPs)

Weighted-Avarage Lite

Weighted-Average Maturity

Yield Curve
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Atask force formed in September 2008 under the auspices of tha
Payments Risk Committee, a private sector hady sponsored by the
FRBNY. The Task Ferce membership included representatives from
multiple types of market participants in the tri-party repo market,
ag well as refevant industry associations.

A measure that includes common stock, preferred stack, and
retained earnings

Tigr 1 capital less non-comimon elements, including perpetual
preferred stock and related surplus, minority interest in
subsidiaries, trust preferred securities and mandatory convertible
preferred securities.

Deposits which the depositor, generally, does not have the right to
withdraw before a designated maturity date without paying an early
withdrawat penalty. A CD is a time deposil,

A repo in which a clearing bank acts as third-party agent to provide
colfateral management services and to facifitate the exchange of
cash against collateral between the two counterparties.

Terms, conditions, and criteria used fo determine the extengion of
credit in the form of a foan or bond.

A tool measuring the risk of portiolio losses. The VaR projects the
probability and maximum expected foss for a specific time period.
For sxanple, the VaR over 10 days and with 99 percant certainty
measures the most one would expect fo fose over a 10-day period,
99 percent of the time.

Progucts seid to invesiors ag higher-yielding alfernatives to time
deposits, WMPs are kargety off-balance sheet investment vehicles
offered by banks, trusts, and securities companies.

A weighted average of the time to each principal payment in a
security.

A weighted average of the time to maturity on afl morigagesina
mortgage-backed security.

A graphical representatian of the relationship between bond yields
and their respective maturities.

Giossary
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